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THE FEDERAL BAILOUT OF AIG 


WEDNESDAY, JANUARY 27, 2010 

House of Representatives, 
Committee on Oversight and Government Reform, 

Washington, DC. 

The committee met, pursuant to notice, at 10:10 a.m., in room 
2154, Rayburn House Office Building, Hon. Edolphus Towns (chair- 
man of the committee) presiding. 

Present: Representatives Towns, Kanjorski, Maloney, Cummings, 
Kucinich, Tierney, Clay, Watson, Lynch, Cooper, Connolly, Quigley, 
Kaptur, Norton, Davis, Van Hollen, Cuellar, Welch, Foster, 
Driehaus, Chu, Issa, Burton, Mica, Duncan, Turner, Westmoreland, 
McHenry, Bilbray, Jordan, Flake, Fortenberry, Chaffetz, Schock, 
Luetkemeyer, and Cao. 

Also present: Representatives Blunt, Bachus, and Stearns. 

Staff present: John Arlington, chief counsel — investigations; Bev- 
erly Britton Fraser, counsel; Lisa Cody, investigator; Brian Filer 
and Neema Guliani, investigative counsels; Adam Hodge, deputy 
press secretary; Carla Hultberg, chief clerk; Marc Johnson and 
Ophelia Rivas, assistant clerks; Phyllis Love, Ryshelle McCadney, 
Christopher Sanders, and Alex Wolf, professional staff members; 
Mike McCarthy, deputy staff director; Amy Miller and Gerri Willis, 
special assistants; Leah Perry and Steven Rangel, senior counsels; 
Jason Powell, counsel and special policy advisor; Jenny Rosenberg, 
director of communications; Joanne Sanders and Christopher 
Staszak, senior investigative counsels; Leneal Scott, IT specialist; 
Shrita Sterlin, deputy director of communications; Ron Stroman, 
staff director; Lawrence Brady, minority staff director; John 
Cuaderes, minority deputy staff director; Rob Borden, minority 
general counsel; Jennifer Safavian, minority chief counsel for over- 
sight and investigations; Frederick Hill, minority director of com- 
munications; Adam Fromm, minority chief clerk and Member liai- 
son; Kurt Bardella, minority press secretary; Seamus Kraft and 
Benjamin Cole, minority deputy press secretaries; Tom Alexander 
and Christopher Hixon, minority senior counsels; Daniel Epstein, 
Chapin Fay, Hudson Hollister, and Mitchell Kominsky, minority 
counsels; Brien Beattie, Molly Boyl, Alex Cooper, Meredith Liberty, 
and Mark Marin, minority professional staff members; Sharon 
Casey, minority executive assistant; Stephanie Franco, minority 
press secretary and communications liaison; Ashley Swope and 
Mike Whatley, minority staff assistants. 

Chairman TOWNS. The committee will come to order. 

Good morning. 
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On September 16, 2008, the Wall Street giant AIG faced imme- 
diate bankruptcy. AIG was saved from collapse when the American 
people came to the rescue with an $85 billion bailout. Less than 2 
months later, the American taxpayer was again forced to pay the 
bill when the Federal Reserve directed AIG to hand out billions of 
dollars to counterparties that included the biggest names on Wall 
Street. 

In effect, the taxpayers were propping up the hollow shell of AIG 
by stuffing it with money, and the rest of Wall Street came by and 
looted the corpse. 

The circumstances surrounding the payments to the 
counterparties has created an air of suspicion and distrust among 
the American people, starting with the New York Fed’s initial re- 
fusal to name the counterparties. 

The New York Fed argued that disclosing these counterparties 
would somehow injure AIG. In fact, when the information was fi- 
nally released under pressure from Congress, nothing happened. It 
had absolutely no effect on AIG’s business or financial condition. 

But it did have an effect on the credibility of the Federal Reserve 
and it called into question the Fed’s penchant for secrecy. We need 
to change the culture on Wall Street and the culture among the 
regulators, from secrecy to transparency, recognizing that only 
truly confidential competitive or consumer information should be 
protected. 

As we sit here a year and a half later, after AIG handed out bil- 
lions in taxpayer dollars, because of this secrecy, we still don’t 
know why or how the decision to rescue AIG was made, or who 
made the decision to offer AIG’s trading partners 100 cents on the 
dollar in the so-called counterparty payments. 

Every day in the business world, when a company is having fi- 
nancial problems, its creditors have to take less money than they 
are owed. Otherwise, they risk not getting any money at all. 

They call this a “haircut.” In the case of AIG, nobody got a hair- 
cut. Instead, they were given a piggy bank full of taxpayer dollars 
and said help yourself. Let me just say plainly that I think just 
about every American would say the government should have 
forced AIG’s counterparties to take less money. 

Evidently, major decisions were made by a combination of the 
Eederal Reserve, the Eederal Reserve Bank of New York, and the 
Bush Treasury Department. Today, we will hear from witnesses 
who were involved in making these decisions, and we hope they 
can shed light on a murky set of facts. 

Under subpoena, the committee obtained more than 250,000 
pages of documents from the New York Eed detailing its handling 
of the AIG counterparties. Particularly disturbing is the fact that 
these emails indicate that AIG proposed to disclose to the SEC and 
the public the names of the counterparties and the payments. But 
it was the New York Eed that directed AIG to withhold this infor- 
mation. As one New York Eed staffer put it, “any public disclosure 
by AIG is still subject to Eed approval.” 

At least two things are clear here: The entire financial regulatory 
system was broken, and there shouldn’t be any more bailouts. The 
lack of transparency we have seen in the double bailout of AIG 
leads to distrust, which leads to anger. 
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The question that looms over all of this: How do we prevent a 
repeat of this financial crisis in the future? Unless the Congress 
adopts genuine financial services reform, it will be only a matter 
of time before we see another AIG, another Bear Stearns, another 
Lehman Brothers, and the next big bank will be “too big to fail” 
and the taxpayers will wind up footing the bill again and again and 
again. 

I ask my Republican colleagues on this committee to join with 
me in fixing the system. Blame is about yesterday. Fixing the sys- 
tem is about today and the future. 

In the AIG case, we can talk all we want to about complicated 
business deals, but this all boils down to a simple concept: when 
average people were losing their homes and jobs, the same big 
banks that caused the proWems got every dollar back, courtesy of 
the American taxpayer. And the Federal Reserve tried to keep im- 
portant information a secret. 

Secrecy leads to distrust. And the American people now distrust 
what happened in these bailouts. Congress has the right to know 
how and why that happened and the American people have the 
right to know how and why that happened. 

I hope that today we can get answers to these and other impor- 
tant questions. 

[The prepared statement of Chairman Edolphus Towns follows:] 
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OPENING STATEMENT OF 
CHAIRMAN EDOLPHUS TOWNS 

COMMITTEE ON OVERSIGHT AND GOVERNMENT 

REFORM 


January 27, 2010 
“The Federal Bailout of A.I.G.” 


Good Morning. 

On September 16, 2008, the Wall Street giant AIG faced immediate 
bankruptcy. AIG was saved from collapse when the American people came 
to the rescue with an $85 billion bailout. Less than two months later, the 
American taxpayer was again forced to pay the bill when the Federal 
Reserve directed AIG to hand out billions of dollars to counterparties that 
included the biggest names on Wall Street. 

In effect, the taxpayers were propping up the hollow shell of AIG by 
stuffing it with money, and the rest of Wall Street came by and looted the 


corpse. 
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The circumstances surrounding the payments to the counterparties has 
created an air of suspicion and distrust among the American people, starting 
with the New York Fed’s initial refusal to name the counterparties. 

The New York Fed argued that disclosing the counterparties would 
somehow injure AIG. In fact, when the information was finally released 
under pressure from Congress, nothing happened. It had absolutely no effect 
on AIG’s business or financial condition. 

But it did have an effect on the credibility of the Federal Reserve and 
it called into question the Fed’s penchant for secrecy. We need to change 
the culture on Wall Street and the culture among the regulators, from secrecy 
to transparency, recognizing that only truly confidential competitive or 
consumer information should be protected. 

As w'e sit here a year and a half after AIG handed out billions in 
taxpayer dollars, because of this secrecy we still don’t know why or how the 
decision to rescue AIG was made, or who made the decision to offer AIG’s 
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trading partners 100 cents on the dollar in the so-called counterparty 
payments. 

Every day in the business world, when a company is having financial 
problems, its creditors have to take less money than they are owed. 
Otherwise, they risk not getting any money. 

They call this a “haircut.” In the case of AIG, nobody got a haircut. 
Instead, they were given a piggy bank full of taxpayer dollars. Let me just 
say plainly what I think just about every American would say: the 
government should have forced AIG’s counterparties to take less money. 

Evidently, major decisions were made by a combination of the 
Federal Reserve, the Federal Reserve Bank of New York, and the Bush 
Treasury Department. Today, we will hear from witnesses who were 
involved in making these decisions, and we hope they can shed light on a 
murky set of facts. 

Under subpoena, this Committee obtained more than 250,000 pages of 
documents from the New York Fed detailing its handling of the AIG 
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counterparties. Particularly disturbing is the fact that these emails indicate 
that AIG proposed to disclose to the SEC and the public the names of the 
counterparties and the payments. But it was the New York Fed that directed 
AIG to withhold this information. As one New York Fed staffer put it, “any 
public disclosure by AIG is still subject to Fed approval.” 

At least two things are clear: The entire financial regulatory system 
was broken, and there shouldn’t be any more bailouts. The lack of 
transparency we have seen in the double bailout of AIG leads to distrust, 
which leads to anger. 

The question that looms over all of this is, how do we prevent a repeat 
of this financial crisis in the future? Unless we in Congress adopt genuine 
financial services reform, it will be only a matter of time before we see 
another AIG, another Bear Steams, another Lehman Brothers. The next big 
bank will be “too big to fail” and the taxpayers will wind up footing the bill 


again. 
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I ask my Republican colleagues on this Committee to join with me in 
fixing the system. Blame is about yesterday. Fixing the system is about the 
future. 


In the AIG case, we can talk all we want about complicated business 
deals, but this all boils down to a simple concept - when average people 
were losing their homes and jobs, the same big banks that caused the 
problems got every dollar back, courtesy of the American taxpayer. And 
the Federal Reserve tried to keep important information secret. 

Secrecy leads to distrust. And the American people now distrust what 
happened in these bailouts. Congress has the right to know how and why 
that happened and the American people have the right to know how and why 
that happened. 

I hope that today we can get answers to these and other very important 


questions. 
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Chairman Towns. I now yield to our ranking member, the gen- 
tleman from California, Congressman Darrell Issa for his opening 
statement. 

Mr. IsSA. Thank you, Mr. Chairman. You have our promise that 
this has been and will continue to be a bipartisan oversight of 
these and all the issues related to the Fed’s current and future au- 
thority. 

Mr. Chairman, I would like to ask unanimous consent, pursuant 
to our rules, that Spencer Bachus, the ranking member on Finan- 
cial Services Committee; Kevin Brady of Texas, the ranking House 
Republican on the Joint Economic Committee; Roy Blunt, the 
former Whip; Ron Paul, whose credentials on this are well under- 
stood; and Cliff Stearns of Florida be allowed to sit on the dais and, 
should there be time, allowed to ask questions pursuant to the 
rules. 

Chairman Towns. Without objection. 

Mr. Issa. Additionally, I would ask, at this time, to submit for 
the record Schedule A, which is in fact the shortfall agreements be- 
tween Maiden Lane III and AIG Financial Products, since they will 
be referred to in questioning, and we want to make sure they are 
officially in the record. 

Chairman Towns. Reserving the right to object. 

Mr. Issa. OK. 

[The information referred to follows:] 
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Mr. ISSA. Additionally, Mr. Chairman, I would ask unanimous 
consent that the eight letters previously sent to Secretary Geithner 
and, as of today, not responded to also be placed in the record at 
this time, although they will not be reviewed further during this 
hearing. 

Chairman TOWNS. Reserving the right to object. 

Mr. IsSA. Thank you, Mr. Chairman. 

Thank you, Mr. Chairman, for all of this and more. Working to- 
gether with you on the subpoena documents has caused both the 
majority and minority to glean considerable new information. 

In recent weeks, this committee, receiving these documents have 
caused us to better understand the New York Fed pressured AIG 
to abort negotiations designed to obtain a haircut, as it was called, 
from its counterparties and keep the details of the counterparties’ 
payments from appearing on the firm’s forms at the SEC. 

Today, one of the questions we will ask is should the American 
people be kept from knowing until 2018 the details of who were the 
ultimate beneficiaries of this bailout. 

As I have said before, I consider this a back door bailout. The 
people giving us testimony today will tell us that they felt that this 
was essential and necessary. Mr. Chairman, as you can recall, 
AIG’s founder. Hank Greenberg, has previously testified, along 
with AIG CEO Edward Liddy. Arid in that testimony Hank Green- 
berg made it very clear that he believed that: one, hedging should 
have occurred sooner; and, two, bankruptcy would have been a 
cleaner way to resolve a company in which he is the largest stock- 
holder. 

I am proud to say, after that hearing, AIG has re-engaged their 
founder to help them maximize the value of a company that is cur- 
rently 80 percent owned by the American people. 

Not to say that there is a lot of good news at AIG. Mr. Chairman, 
it is clear that the money paid and it being kept secret may ulti- 
mately cause the American people never to be repaid these dollars. 

Can you hear me OK now? You can’t? OK. Now. OK, I will focus 
on this mic this time. Usually the problem is I am too well heard, 
right, Mr. Chairman? 

Chairman TOWNS. Generally. 

Mr. IsSA. Today we will have an opportunity to ask questions 
and the American people will have the right and I believe will re- 
ceive straightforward answers. 

So far, Mr. Chairman, this is what we know. We know that some 
of today’s witnesses played a central role in the decision to bail out 
AIG, rather than allow the normal bankruptcy procedures to run 
their course. We know that one of today’s witnesses made the deci- 
sion to pay AIG counterparties at 100 cents on the dollar. We know 
that one of today’s witnesses was the primary architect of the AIG 
Trust Agreement, whereby the taxpayers’ investment in AIG is 
managed not in the interest of the U.S. taxpayers, but of the U.S. 
Treasury Department. That was from previous testimony and we 
rely on that to say perhaps that is not the right answer. 

We know that the New York Fed sought to cover the 
counterparty payments made possible by the taxpayers’ money. We 
now better understand that the New York Fed transferred their 
earlier responsibility to the American people after TARP was 
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passed. We know that the New York Fed succeeded in getting the 
SEC to continue the cover-up until 2018, 10 years from the date 
the bailout began. And we know that the full amount paid to AIG’s 
counterparties will likely never be repaid to the American people. 

Some facts, Mr. Chairman, remain unknown or uncertain. Sec- 
retary Geithner has claimed publicly that he recused himself from 
the day-to-day management of the New York Fed when the cover- 
up occurred. In fact, he has asserted complete ignorance of the 
Fed’s efforts to cover up the bailout details. Many people, including 
members of this committee, have a hard time believing that Sec- 
retary Geithner entered into an absolute cone of silence — for those 
of us old enough to remember what that was — on the day his nomi- 
nation was announced. Where was Secretary Geithner for the 
months and months that back door bailouts were being questioned 
in the media? Did he ever wonder why his decision to pay AIG’s 
counterparties was kept secret for so long? 

These are the questions the American people deserve. 

Mr. Chairman, I would ask unanimous consent the remainder of 
my opening statement be placed in the record at this time. 

Chairman Towns. Without objection, so ordered. 

Mr. ISSA. Thank you, Mr. Chairman. I yield back. 

[The prepared statement of Hon. Darrell E. Issa follows:] 
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Thank you, Mr. Chainnan, for holding today’s hearing on the government’s efforts to hide the full truth 
from the American people about the way their tax dollars were spent in the bailout of AIG. 

In recent weeks, this Committee received a series of documents that revealed the degree to which the New 
York Fed pressured AIG to abort negotiations designed to obtain a haircut from its counterparties and keep 
the details of counterparty payments from appearing in the firm’s SEC filings. More documents received 
last week under subpoena from this Corruniilee have added to the picture of what really happened in the 
government bailout of AIG. 

In the course of our investigation, Mr. Chairman, this committee has heard from AlG’s founder, Hank 
Greenberg, and fonner AIG CEO, Edward Liddy. We have heard from the three members of the AIG trust, 
a tragically-flawed entity designed by today’s witness, Secretary Geithner, while he was still President of 
the New York Fed, 

With each hearing, and with each passing month since the decision was made lo bail out AIG with more 
than $180 billion of taxpayer money, more questions have arisen about the way decisions were made, who 
made those decisions, who knew about them, and who wanted them kept secret. 

Today, we have the opportunity to ask these questions, and the American people have a right to 
straightforward answers. 

So far, Mr. Chairman, this is what we know: 

We know that some of today’s witnesses played a central role in the decision lo bail out AIG rather than 
allow normal bankruptcy procedures to run their course. 

We know that one of today’s witnesses made the decision to pay AIG’s counterparties at 100 cents on the 
dollar. 

We know that one of today’s witnesses was the primary architect of the AIG trust agreement whereby the 
taxpayer investment in AIG is managed not in the interest of the U.S. taxpayers but of the United States 
Treasury Department. 

We know that the New York Fed fought to cover up the counterparty payments made possible by taxpayer 
money. 
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Wc know that the New York Fed succeeding in getting the SEC to continue the cover up until the year 
2018, ten years from when the bailout l^egan. 

And we know that the full amount paid to AIG's counterparties will likely never be repaid to the American 
people. 

Some facts. Mr. Chairman, remain unknown or uncertain. Secretary Geithner has claimed publicly that he 
had recused himself from day-to-day management of the New York Fed when the cover-up occurred. In 
fact, he has asserted complete ignorance of the Fed’s efforts to cover up the bailout details. 

Many Americans, including members of this Committee, have a hard time believing that Secretary Geithner 
entered an absolute cone of silence on the day that his nomination was announced. Where was Secretary 
Geithner for the months and months that the backdoor bailouts were being questioned in the media? Did he 
ever wonder why his decision to pay AIG’s counterparties was kept secret for so long? 

These questions deserve answers. 

At the height of the AIG bailout, the argument was made that a cover up of AIG’s counterparty payouts was 
necessary to protect U.S. taxpayers from a deeper economic recession. In order to protect the American 
people from themselves the argument goes - the New York Fed had to keep them in the dark. Fed 
officials have since acknowledged that these doomsday predictions about disclosure were overstated. 

A similar chain of deception occurred when Members of Congress were given another ultimatum; pass a 
mass bailout to purchase toxic mortgage-backed securities or the international economy will collapse. This 
was presented as the only option to save the global financial system. The fallacy of this “only option” was 
exposed when ofllcials, after getting legislation passed through Congress, quickly pivoted and decided 
instead to use TARP for direct capital injections into large financial institutions. 

Indeed, the change in TARP strategy may very well have been fueled by problems that government officials 
encountered in the AIG bailout. This may have forced Federal ofticials to rethink their plan to buy and 
manage toxic assets. This committee needs to investigate the change in TARP strategy, whether or not 
alternatives to the AIG bailout were ever seriously discussed, and the connection between the AIG bailout 
and the TARP bailout. 

It remains a mystery, after all these lessons and course changes, why the Federal Reserve insists on keeping 
key details on the backdoor bailout of AIG's countcipanies secret until 2018, The cover-up continues. 

Despite these missteps, I believe that Secretary Geithner, in fact, is sincere in his efforts to rebuild the 
American economy. I also believe that Secretary Geithner sincerely wants to see Americans go back to 
work, see their retirement portfolios relumed to profitability, and see their lives put back together. 

I believe, however, that these aspirations ~ aspirations that we ail share, I might add - will never be realized 
so long as this Congress and this Administration continue to pursue a reckless course of more bailouts and 
bogus stimulus programs instead of allowing the private sector to create new business opportunities and the 
jobs that come with them. 

Today, and in the days of ongoing investigation that will follow today’s hearing, the American people will 
have a chance to hear Secretary Geithner's answers and explanations, as well as those of other government 
witnesses. And they will have a chance to detennine whether the pattern of secrecy, cover-ups, and greater 
federal control and more government bailouts is the way to resolve our economic problems. 

I have looked forward to this important hearing for months, and I look fonvard to hearing from today’s 
witnesses. 1 thank you, Mr. Chairman, for the way you have worked with me to see this hearing come to 
pass. 
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Chairman TOWNS. I thank the gentleman from California. 

At this time we would like to turn to our first witness, Treasury 
Secretary Geithner. 

It is committee policy that all witnesses are sworn in, so, Mr. 
Secretary, if you would stand and raise your right hand. 

[Witness sworn.] 

Chairman Towns. Let the record reflect that he answered in the 
affirmative. 

You may be seated. 

STATEMENT OF TIMOTHY F. GEITHNER, SECRETARY, U.S. 

DEPARTMENT OF THE TREASURY 

Secretary Geithner. Chairman Towns, Ranking Member Issa, 
members of the committee, thank you for the opportunity to testify 
before you today. I welcome the committee’s attention to this issue, 
and we will continue to work closely with this committee, with all 
other oversight bodies 

Chairman Towns. Mr. Secretary, pull the mic just a little closer. 
We are having a little trouble. 

Secretary Geithner. I am almost eating it. 

Chairman Towns. I know. 

Secretary Geithner. How does that sound? 

Chairman TOWNS. Shows you how our sound system is not too 
good around here. We keep making budget cuts. 

Secretary Geithner. I don’t think I can make it any closer. 

I want to make sure that the American people have a com- 
prehensive view of the actions we took to end this financial crisis. 

Deciding to support AIG was one of the most difficult choices I 
have ever been involved in in over 20 years of public service. The 
steps that were taken were motivated solely by what we believed 
to be in the public interest. We did not act because AIG asked for 
help. We did not act to protect individual institutions. We acted be- 
cause the consequences of AIG failing would have been catastrophic 
for our economy and for American families and businesses. 

More than a year removed from that terrible week of September 
2008, I believe that the Government’s strategy — and it was the 
Government’s strategy — was the best of the available options and 
will ultimately cost the taxpayer far less than many feared and far 
less than many alternatives many people suggest today would have 
been better. And, importantly, if you join with the President in 
adopting his proposed financial responsibility fee, American tax- 
payers will not have to pay one cent for the actions we took in AIG 
or the actions we took with the authority Congress gave the admin- 
istration to stabilize this financial crisis. 

AIG’s problems became acute just a few days before Lehman de- 
clared bankruptcy. At that time, our financial system and our econ- 
omy stood at the brink of collapse. The banks and financial institu- 
tions that Americans rely on to protect their savings, to help fi- 
nance their children’s education, to help pay their bills were risks 
which few Americans had ever experienced. The banks and the fi- 
nancial markets that businesses rely on to meet payroll, to build 
inventory, to fund new investments, to create new jobs were threat- 
ened like at no time since the Great Depression. Across the coun- 
try, across the United States of America, people were rapidly losing 
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confidence in our financial system and in the Government’s ability 
to safeguard their economic security. 

In the midst of this storm, AIG posed a much greater threat than 
Lehman. AIG was much larger; it was spread across the globe; and 
its failure would have been far worse, hitting Americans in ways 
Lehman could not. AIG was one of the largest life and health in- 
surance companies in the country, one of the largest property and 
casualty insurers, providing insurance to 180,000 small businesses 
and other corporate entities which together employed about 100 
million people. AIG had sold products to protect local and city gov- 
ernments, pension funds, and thousands of public and private com- 
panies through guaranteed investment contracts and protection for 
401-Ks. And, as problematic, AIG had engaged in a broad range of 
financial activities that strayed well beyond traditional insurance 
businesses. 

Using a credit rating based on the strength and profitability of 
its insurance companies, it had become one of the largest providers 
of complicated financial products in the world. It made hundreds 
of billions of dollars of financial commitments without the re- 
sources to back up those commitments. AIG should have never 
been allowed to take those risks, but it was. Its insurance regu- 
lators in 20 different States, their regulators in other countries re- 
sponsible for overseeing their international activities, and its hold- 
ing company supervisor, the Office of Thrift Supervision, did not 
act to constrain the risks AIG was taking. 

Important to recall that the Federal Reserve was given no re- 
sponsibility and no authority to contain risks that AIG was taking. 
No one acted to constrain risks taken by AIG, and none of those 
regulators, in the moment of crisis, had any ability to respond to 
its failure. 

The Government of the United States did not have the ability to 
seize AIG and wind it down in an orderly way, as the FDIC can 
and does for banks. Neither the bankruptcy code nor insolvency 
procedures for insurance companies could have handled the job. 
And there was no way to draw a line around AIG and prevent its 
failure from wreaking havoc across the system. 

The Federal Reserve was at the center of response to the crisis 
because it was the only fire station operating. The Federal Reserve 
faced a terrible choice: to support AIG, putting billions of dollars 
of taxpayer resources at risk, or to let AIG fail and accept poten- 
tially catastrophic damage to the economy. We were not willing to 
accept such a catastrophe. 

So just 4 days after the Federal Reserve was drawn into that cri- 
sis, the AIG crisis, we extended AIG a line of credit secured by its 
insurance businesses. In return, the taxpayer took about an 80 per- 
cent stake in the company and began the process of restructuring 
management and the board and the firm itself. That initial action 
helped stem the bleeding for a time, but given the massive losses 
AIG faced, and given the force of the storm moving across the glob- 
al financial system, it was not enough, and we had to work very 
quickly almost from the beginning to design and implement a 
broader, more permanent restructuring. 

AIG needed capital, not just a line of credit, and AIG’s vulner- 
ability to future losses, to the bleeding of cash had to be reduced. 
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On November 10th, the Federal Reserve and the Department of 
Treasury jointly announced a series of steps designed to stabilize 
the company. The Treasury invested $40 billion of preferred capital 
under the authority Congress provided the executive branch under 
the TARP, and the Federal Reserve helped establish and fund two 
entities, called Maiden Lane II and III, to purchase a range of as- 
sets from the company that were threatening AIG’s financial sol- 
vency. Maiden Lane III, in particular, has been the subject, appro- 
priately, of a range of questions about how we treated firms that 
had bought these insurance contracts from AIG, and in this effort — 
and I want to make this very clear — in this effort, our objective 
was, as always, to get what was the best deal for the American tax- 
payer. And we faced a number of options. 

If we had let AIG default on the contracts, AIG would have gone 
into bankruptcy, triggering all the disastrous economic con- 
sequences we had feared since September that led the Government 
to act initially. If we had continued to lend AIG money to meet 
these obligations, its growing debt would have led to a credit rating 
downgrade, bringing down the firm itself and putting more tax- 
payer dollars at risk. If we had tried to force counterparties to ac- 
cept less than they were legally entitled to, market participants 
would have lost confidence in AIG, leading to the company’s col- 
lapse. The counterparties could have refused, they could have kept 
the billions in collateral they had already taken; they could have 
kept the billions in securities they already had; and they could 
have sued AIG for breach of contract. 

We did not have the luxury of time. We could not engage in pro- 
tracted negotiations. AIG’s financial position was deteriorating rap- 
idly day by day. The prospect of failure was imminent. So we re- 
structured those contracts to stop the bleeding and potentially re- 
cover some value for the taxpayer in the future. 

Now, although the Government still faces the risk of substantial 
losses in its overall exposure to AIG, we expect that this particular 
transaction, the very one that is the heart of so much controversy, 
will be paid off in full with interest, generating some profit for the 
American taxpayer. 

Now, on November 24th, after President Obama announced his 
intention to nominate me for Secretary of the Treasury. And after 
broad consultation with the chairman of the Federal Reserve and 
others, I decided to stay on as president of the New York Fed on 
an interim basis, but I withdrew from monetary policy decisions, 
policies involving individual financial institutions, and day-to-day 
management of the New York Fed. I had no role before or after No- 
vember 24th in making decisions regarding what to disclose about 
the specific financial terms of Maiden Lane II and III and pay- 
ments to AIG counterparties. 

Mr. Chairman, the broad strategy that the Government adopted 
to contain this financial crisis has been remarkably effective at 
stemming the crisis, breaking the momentum of the crisis, and re- 
pairing the damage, and this has been achieved at much lower cost 
in taxpayer resources than many people anticipated. Confidence in 
the basic stability of the American financial system is much strong- 
er today. Borrowing costs for American businesses and consumers, 
for households, for municipal and State governments have fallen 
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dramatically. The economy is now growing. The support we pro- 
vided to AIG in the context of the broad strategy to put out this 
financial fire was essential to achieving this early beginning of 
healing and recovery. 

Banks have already repaid two-thirds of the TARP investments 
that my predecessor appropriately made. The only support this ad- 
ministration has provided to banks since I took office — to banks — 
was $7 billion to regional small community banks. More than 75 
percent of the emergency Government guarantees that I inherited 
when I took office have now been shut down and closed at a profit 
to taxpayers. Over the last year, the expected cost of stabilizing the 
financial system has fallen by over $400 billion. That is real re- 
sources that we can use to meet the many other challenges we face 
as a country. And if Congress joins with us in adopting the Presi- 
dent’s proposal for a financial responsibility fee, the American tax- 
payer will recoup every penny of potential losses under the TARP. 

Now, this economy is still in crisis, but because of the Govern- 
ment’s actions the American financial system is now in a position 
where it can provide the credit necessary for economic growth, and 
that is essential to lay the foundation for job growth and long-term 
economic prosperity. 

Now, let me close by saying this. If you are outraged by AIG — 
and you should be — if you are outraged by what happened with 
AIG, then you should be deeply committed to financial reform. The 
United States of America should never have let institutions like 
AIG take on a level of risk that could threaten the stability of the 
financial system. And the Government of the United States should 
never have been in the position of going into a crisis of this severity 
without the basic tools able to contain the damage and protect the 
taxpayer. 

So I hope you will join us in working to put in place a strong 
package of financial reforms that will protect consumers, protect in- 
vestors, protect the taxpayer, and protect our economy from exces- 
sive risk taking by financial institutions. 

Mr. Chairman, one final thought. The public servants involved in 
making these decisions acted solely in the public interest, acted 
solely in the interest of the American taxpayer. They are dedicated 
Americans who bring to government service enormous experience 
and the highest integrity. I would never, and they would never, be 
part of any decision, any public decision intended for private bene- 
fit and not the public interest. 

The decisions we made together regarding AIG were enormously 
consequential; they were terribly difficult; they were the subject of 
extraordinary controversy within each of the institutions respon- 
sible. And for that reason they were subject to enormous care and 
deliberation. But I believe a fair reading of history, a careful fair 
reading of history of all the judgments we made, will demonstrate 
that the actions we took — and I was there — were essential to pre- 
venting broader catastrophe, and the solutions we took reduced the 
ultimate cost of the American taxpayer and the American economy 
is much stronger today as a result. 

Thank you very much. 

[The prepared statement of Secretary Geithner follows:] 
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January 27,2010 

Chairman Towns, Ranking Member Issa, members of the Committee on Oversight and 
Government Reform, thank you for the opportunity to testify today. 

Let me begin by saying how important it is that the government’s decisions regarding American 
International Group, Inc. (AIG), as well as our broader strategy to address this financial crisis, 
are subject to careful, independent review and analysis. 

The decisions regarding AIG have already been the focus of thoughtful examinations by the 
Government Accountability Office (GAO) and the Treasury Special Inspector General for the 
Troubled Asset Relief Program (SIGTARP). They have also been the focus of many hearings by 
this and other committees in Congress. And recently, with my full support, Chairman Bemanke 
asked the GAO to conduct another review. 

I welcome the Committee’s attention to this issue. And the Administration will continue to work 
closely with all relevant oversight bodies to make sure they have the information they need to 
properly assess the government’s actions. 

The decision to rescue AIG was exceptionally difficult and enormously consequential. 

At that time, our economy stood at the brink. The financial institutions that Americans rely on to 
protect their savings, help finance their children’s education, and help pay their bills were at risk 
in ways few had ever experienced. The institutions and markets that businesses rely on to make 
payroll, build inventories, fund new investments, and create new jobs were threatened like at no 
time since the Great Depression. Across the country, people were rapidly losing confidence in 
our financial system and in the government’s ability to safeguard their economic future. 

Action was required. The world was watching. And the government did not have the luxury of 
time. 

The steps the government took to rescue AIG were motivated solely by what we believed to be 
in the best interests of the American people. Wc did not act because AIG asked for assistance. 
We did not act to protect the financial interests of individual institutions. We did not act to help 
foreign banks. We acted because the consequences of AIG failing at that time, in those 
circumstances, would have been catastrophic for our economy and for American families and 
businesses. 

The government responded to this crisis in a coordinated way. The Federal Reserve Bank of 
New York (FRBNY) did not act alone. It did not have the authority to do so. Every action it 
took was under the direction of the Board of Governors of the Federal Reserve and in 
cooperation with the Department of the Treasury and the Executive Branch. 
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Almost a year and a half removed from that terrible week in September 2008, 1 believe that the 
government’s strategy regarding AIG was essential to our success in confronting the worst 
financial crisis in generations. Government support for AIG and our financial system more 
broadly will ultimately cost taxpayers far less than many feared, And importantly, if Congress 
adopts the President’s proposed Financial Responsibility Fee, American taxpayers will not have 
to pay one cent for the rescue of our financial system. 

The government has not yet repaired all the extensive damage caused by this crisis. For every 
American out of w'ork, for every family facing foreclosure, and for every small business facing a 
credit crunch, this recession remains acute. But everyone should realize that because of the 
actions of the Treasury and the Federal Resen'e, the American financial system is now in a 
position where it can provide the credit necessary for economic growth, not stand in its way. 

That is an important achievement necessary to lay the foundation for job growth and long-term 
economic stability. 

AIG and the Great Recession 

The extraordinary events surrounding AIG took place during what was already the most severe 
financial crisis the United States and the global economy had seen since the Great Depression. 
This context is critical to understanding the decisions we made. 

Over the two decades preceding the crisis, the financial system had grown rapidly in an 
environment of economic growth and stability. Ample credit and accommodative monetary 
policy around the world fueled an unsustainable housing boom in the first half of the last decade, 
and when the housing market inevitably mmed down, starting in early 2006, the pace of 
mortgage defaults accelerated at an unprecedented rate. By mid-2007, rising mortgage defaults 
were undermining the performance of many investments held by major financial institutions. 

The current financial crisis began in the summer of 2007, gradually increasing in intensity and 
momentum over the course of the following year. A series of major institutions, including 
Countrywide Financial, Bear Steams, and IndyMac collapsed; and Fannie Mae and Freddie Mac, 
the largest players in the mortgage market, came under severe stress. 

By September 2008, for the first time in 80 years, the United States risked a complete collapse of 
our financial system. Americans were starting to question the safety of their money in the 
nation’s banks, and a growing sense of panic was producing the classic signs of a generalized 
ran. Peoples’ trust and confidence in the stability of major institutions, such as AIG, and the 
capacity of the government to contain the damage w'as vanishing. 

AIG is one of the largest and most complex financial firms in the world. At its peak, AIG had 
more than $1 trillion in assets, with its core businesses divided into two parts. AIG was the 
largest provider of conventional insurance in the world, with approximately 75 million individual 
and corporate customers in over 130 countries. Those insurance activities were organized in 
separate subsidiaries that were regulated and supervised independently. 
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More ominously, AIG’s parent holding company, which was largely unregulated, engaged in a 
broad range of financial activities that strayed well beyond the business of life insurance and 
property and casualty insurance. Operating in Wilton, Connecticut, and in London and Paris, 
AIG’s Financial Products subsidiary (AIGFP) expanded rapidly into some of the newest, riskiest, 
and most complex parts of the financial system. 

AIG used its strong credit rating, which was based on the strength and profitability of its 
insurance subsidiaries, to become one of the largest providers of credit and rate-of-retum 
protection for other financial products. Imprudent risk-taking in better times meant that, when 
the financial cycle turned, AIG had hundreds of billions of dollars in commitments without the 
capital and liquid assets to back them up. 

Such excessive risk-taking should not have been allowed. But it was. Despite regulators in 20 
different states being responsible for the primary regulation and supervision of AIG’s U.S. 
insurance subsidiaries, despite AIG’s foreign insurance activities being regulated by more than 
130 foreign governments, and despite AIG’s holding company being subject to supervision by 
the Office of Thrift Supervision (OTS), no one was adequately aware of what was really going 
on at AIG. 

It is important to remember that the Federal Reserve, under the law, had no role in supervising or 
regulating AIG, investment banks, or a range of other institutions that were at the leading edge of 
crisis. But Congress gave the Federal Reserve authority to provide liquidity to the financial 
system in times of severe stress. Given that responsibility, the Federal Reserve had to act. The 
Federal Reserve was the only fire station in town. 

Three Days in September 

On Friday, September 12, 2008, AIG officials informed the Federal Reserve and the Treasury 
that the company was facing potentially fatal liquidity problems. 

As we obtained more details about AIG’s financial condition, it became clear they had massive 
liquidity needs and faced huge losses. Moreover, neither AIG’s management nor any of AIG’s 
principal supervisors - including the state insurance commissioners and the OTS - understood 
the magnitude of risks AIG had taken or the threat that AIG posed to the entire financial system. 

That weekend, we brought together a team of people from the Federal Reserve, the New Y ork 
State Insurance Department, and other experts to consider how to respond to AIG’s problems. 

We addressed two basic questions: 

1 . How would the failure of AIG affect the financial system and the broader economy? 

2. What were the options for containing the damage from an AIG failure? 


By Sunday night, it became clear that we did not have a willing buyer for Lehman Brothers and 
that it would have to file for bankruptcy. At that moment, we knew the crisis was about to 
intensify and spread more broadly. We also knew AIG was highly vulnerable. Nonetheless, 
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even with those new complications, it still seemed inconceivable that the Federal Reserve could 
or should play any role in preventing AlG’s collapse. 

The pressures that had caused the failure of Lehman Brothers and had brought AIG to the edge 
of collapse were symptoms of a broader adjustment moving swiftly through the financial system. 
In mid-September 2008, virtually all financial institutions were aggressively shedding risk that 
had been acquired over the long run-up to the crisis. Confidence was fragile and financial firms 
were trying to shore up their balance sheets by selling risky assets, reducing exposure to other 
financial institutions, and hoarding cash. 

The impending Lehman bankruptcy added to that destructive cycle. Starting Sunday night, we 
saw not just an escalating run on banks, but also a broad withdrawal of funds from money market 
funds. These funds, always thought of as one of the safest investments for Americans, had begun 
trading at a discount. The run on these funds, in turn, severely disrupted the commercial paper 
market, which was a vital source of funding for many brick and mortar businesses. 

The panic spread. Major institutions such as Washington Mutual and Wachovia experienced 
debilitating deposit withdrawals, eventually collapsed, and were acquired by competitors. These 
pressures spilled over to virtually all credit markets. Markets for instruments backed by 
consumer loans, such as auto loans, credit card receivables, and home-equity lines of credit 
collapsed, and in response banks tightened standards and sharply curtailed the issuance of new 
loans. 

These events had real and immediate economic consequences. State and local governments 
halted public works projects because they couldn’t obtain financing. School construction and 
renovation projects stopped. Hospitals postponed plans to add beds and equipment. Universities 
across the nation faced difficulty paying employees. High school students changed plans for 
college education, which suddenly appeared much more expensive. Ships that transport goods 
sat empty, in part because trade credit was simply unavailable. Factories were closing and 
millions of Americans were losing their jobs. 

That was the world we were facing as the team of officials from the Federal Reserve and the 
New York State Insurance Department, working through the weekend, sought to answer those 
two basic questions about AIG. 

f/ow would the failure of AIG affect the financial system and the broader economy? 

The team concluded that AIG’s failure would be catastrophic. AIG was much larger than 
Lehman, it was spread across more countries than Lehman, and while it posed many of the same 
basic risks as Lehman, they were actually greater because of AIG’s role as an insurance 
company. 

AIG was one of the largest life and health insurers in the United States. AIG was also one of the 
largest property and casualty insurers in the United States, providing insurance to 180,000 small 
businesses and other corporate entities, which employ about 100 million people. History 
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suggests that the withdrawal of a major underwriter from a particular market can have large, 
long-lasting effects on the households and businesses that rely on basic insurance protection. 

AlG’s failure directly threatened the savings of millions of Americans in ways that the Lehman 
bankruptcy did not. AIG had provided financial protection to municipalities, pension funds, and 
other public and private entities through guaranteed investment contracts and products that 
protect participants in 401(k) retirement plans. 

More broadly, if AIG had failed, the crisis almost certainly would have spread to the entire 
insurance industry. Life insurance posed a particular threat. Many life insurance products are 
effectively a form of long-term savings. In the wake of a failure of AIG, policy holders could 
have sought to liquidate life insurance policies underwritten by AIG. Doubts about the value of 
AIG life insurance products could have generated doubts about similar products provided by 
other life insurance companies, opening up an entirely new channel of contagion. 

And, at that time, with the world economy under severe stress, the failure of a large, global, 
highly-rated financial institution that had written hundreds of billion dollars of insurance on a 
range of financial instruments would have dramatically amplified the crisis. Investors around the 
world would have pulled back from funding, out of fear that other financial institutions would 
fail as well. Investors would have completely lost confidence in their ability to evaluate the 
financial sector and distinguish between firms that were viable and those that were not. Financial 
firms would have been forced into even more dramatic selling of assets. 

This damage would have rapidly spread beyond Wall Street. Borrowing costs for businesses 
would have increased dramatically, the value of pension funds would have fallen even more 
sharply, and job losses would have skyrocketed. We were witnessing these effects in the wake 
of Lehman’s failure. The effects of the failure of AIG would have been much worse. 

IVhal were the options for containing the damage from an AIG failure? 

As they were trying to evaluate the potential systemic risk of AIG, the team also explored, at my 
direction, a range of questions pertaining to containing the damage of AIG’s failure: Was there a 
private sector solution that could have avoided putting taxpayer dollars at risk? Were there 
effective existing mechanisms for limiting the damage from the failure of an insurance company 
like AIG? If AIG were to fail, did we have the ability to limit contagion by providing support to 
other vulnerable institutions? 

Because of the scale of AIG’s losses and its financial needs, and because of the force of the 
storm enveloping the rest of the financial system, there was no capacity for a consortium of 
private firms to find the resources necessary to solve this without government assistance. 

The team concluded that there was no effective existing mechanism to limit the damage of an 
AIG failure. There was no legal tool available to handle the failure of AIG, comparable to the 
one available to the Federal Deposit Insurance Corporation for managing the orderly wind-down 
of a troubled bank. In particular, we did not have the ability to quickly separate the stable 
underlying insurance businesses from the complex and dangerous financial activities carried out 
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primarily by the parent holding company. Experts suggested that achieving that separation 
would take several years. 

Without assistance, the AIG parent holding company would have been forced to file for 
bankruptcy protection like Lehman Brothers, resulting in default on over $100 billion of debt, as 
well as trillions of dollars of derivatives. Such a filing would have caused insurance regulators 
in the United Stales and around the world to take over AIG’s insurance subsidiaries, potentially 
disrupting households’ and businesses’ access to basic insurance. And since many of the 
insurance products that AIG sold were a form of long-term savings, the seizure by local 
regulators of AIG’s insurance subsidiaries could have delayed Americans’ access to their 
savings, potentially triggering a run on other institutions. 

Finally, the team concluded that the tools then available to the government to limit contagion in 
the wake of a failure of AIG to other insurance companies were not likely to be effective. 

The Choice 

On Monday, September 15, 2008, Fitch Ratings, Moody's Investors Service, and Standard and 
Poor’s downgraded AIG’s credit rating, which generated new demands for AIG to post $20 
billion in additional collateral at a time when raising new cash was virtually impossible for the 
company. 

It was clear to everyone that AIG did not have the resources to meet such obligations. 

That left us with probably the most difficult choice we faced in this entire financial crisis: 
whether to rescue AIG by putting billions of taxpayer dollars at risk, or to let AIG fail and accept 
potentially catastrophic damage to the economy. 

It is worth repeating that this choice fell to the Federal Reserve because Congress had given it 
unique responsibility and policy tools to protect the stability of the financial system. No one else 
could act in the same manner as the Federal Reserve. The only authority the President of the 
United States had, before Congress authorized the Emergency Economic Stabilization Act 
(EESA), was to close markets or declare a bank holiday. None of the agencies with supervisory 
authority over AIG - the OTS, insurance commissioners, or regulators in Connecticut, London 
or Paris - had any tools to help directly meet the funding requirements of AIG. And no one in 
the federal government had a mechanism, as we do for banks, to provide for the orderly 
unwinding, dismantling, selling, or liquidating of a global, non-bank financial institution like 
AIG. 

Aware that we were the only ones capable of acting, and convinced that the failure of AIG would 
be catastrophic for a financial system already in free fall, the Federal Reserve and the Treasury 
determined that it was in the best interests of the United States to rescue AIG in order to slow the 
panic and prevent further damage to our economy. 
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In that moment, making that wrenching decision, we could not be certain it would work. We 
could not be confident, given the significant risks, that our actions would be enough or that our 
initial investment would be our last. 

But we knew that not acting would have caused enormous damage, putting the country and the 
savings of millions of Americans and businesses in greater economic jeopardy. Congress 
granted the Federal Resen'e emergency authority precisely so that the government had some 
capacity to act to contain a systemic financial crisis. Not to have used that authority at that time 
would have been deeply irresponsible. 

The Restructuring of AIG 

On the afternoon of September 16, 2008, the Federal Reserve extended AIG an $85 billion line 
of credit, secured by a substantial proportion of the assets of AIG. I n addition to that collateral, 
U.S. taxpayers received a 79.9% ownership stake in what was still the w'orld’s largest insurance 
company. 

The government’s offer required AIG’s CEO to step down. Immediately after AIG agreed, the 
government began the process of changing the Board of Directors, In designing our intervention, 
the government made sure that there were appropriately tough conditions that put the burden of 
failure on AIG’s existing equity holders and management and started the process of designing a 
comprehensive restructuring plan. 

From the beginning, it was clear that AIG needed a durable restructuring of its balance sheet and 
operations. The credit provided on September 16'*’ stemmed the bleeding by satisfying AIG’s 
immediate liquidity needs, but that was not enough. The problems at AIG were so deep that we 
had to design and implement a more permanent restructuring. 

Of course, as Federal Reserve and Treasury officials were considering options for AIG in the 
second half of September and October, we were facing escalating challenges on many fronts. 

The actions we took to meet these challenges were without precedent. They were exceptionally 
complicated to design and execute. 

Between September 16“' and November 10'*', the following actions were taken: 

• To provide liquidity in U.S. dollars to overseas markets, the Federal Reserve expanded 
the scope and scale of its swap lines with central banks (Sep. 1 8, 24, 26; Oct. 14, 29). 

• To stop the run on money market funds — key providers of short-term credit in our 
economy and investment vehicles for millions of Americans — Treasury established the 
Money Market Guarantee Program (Sep. 19). 

• To protect the critical commercial paper market, the Federal Reserve established Asset- 
Backed Commercial Paper Money Market Fund Liquidity Facility (Sep. 19) and the 
Commercial Paper Funding Facility (Oct. 7). 

• Washington Mutual was closed by the Office of Thrift Supervision and taken over by the 
FDIC (Sep. 25), 
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• Congress passed EESA (Oct. 3). EESA provided Treasury with the authority to purchase 
or guarantee assets in financial institutions. EESA also increased the limit on FDIC 
deposit insurance to $250,000 per account. 

• As part of an unprecedented coordinated action, the Federal Reserve and other central 
banks lowered short-term rates (Oct. 8). 

• Treasury announced a plan to inject up to $250 billion of capital into U.S. financial 
institutions using EESA authority (Oct. 14). As the first step of this plan, nine of the 
largest U.S. banks received $125 billion. 

• To stabilize and restore confidence in U.S. financial institutions, the FDIC established the 
Temporary Liquidity Guarantee Program to guarantee senior bank debt and transaction 
accounts above $250,000 (Oct, 14). 

• To provide additional liquidity for short-term credit markets, the Federal Reserve 
established the Money Market Investor Funding Facility (Oct. 21). 

• The Federal Reserve lowered the Federal Funds rate further, to 1.0 percent (Oct. 29). 

In this chaotic environment, AIG remained extremely vulnerable to the ongoing and intensifying 
financial crisis. Falling asset prices generated both substantial losses on its balance sheet and 
increases in required payments to AIG’s counterparties under the terms of its credit protection 
contracts. These factors undermined market confidence in AIG and put its investment-grade 
credit rating again at risk. 

Avoiding any downgrade of AIG’s credit rating was absolutely essential to sustaining the firm’s 
viability and protecting the taxpayers’ investment. Under credit protection contracts that AIG 
had written and the terms of various funding arrangements, further downgrades would have 
forced additional payments to AIG’s counterparties. 

In addition, further rating downgrades of the AIG parent holding company would have 
significantly undermined confidence in its insurance subsidiaries. People do not buy insurance 
products from firms they do not believe have the financial capacity to make good on those 
commitments over the long term - firms that they do not believe will pay out a life insurance 
policy or compensate a business if a factory bums down. Credit ratings are central to how 
people judge that viability. 

As Federal Reserve and Treasury staff considered options for AIG, it became clear that two 
things were needed. First, AIG needed capital, not just a line of credit. Second, the vulnerability 
of AIG’s balance sheet to further deterioration in financial conditions generally, and in AIG’s 
ow-n financial position, had to be reduced. 

On November 10, 2008, the Federal Reserve and the Department of the Treasury jointly 
announced a package of actions designed to achieve these goals. 

To address AIG’s need for capita! and to reduce its leverage, the Treasury Department agreed to 
invest $40 billion in senior preferred stock of AIG under the authority recently granted by EESA. 
This investment provided new equity capital to AIG, a tool not available to the U.S. government 
at the time the initial credit line was provided in September 2008. 
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To reduce potential demands on AIG’s balance sheet, the FRBNY helped establish and fond two 
new companies. The purpose of these companies was to purchase troubled assets that AIG had 
either acquired or insured, and to manage those assets for the benefit of the taxpayer. Purchasing 
those assets removed significant exposure from AIG’s balance sheet and helped prevent the 
company from being downgraded and failing. One company, Maiden Lane 11, purchased assets 
from AIG’s insurance subsidiaries. The other company, Maiden Lane III, purchased securities 
from third parties and insured by AIG’s Financial Products subsidiary. This vehicle is described 
in more detail later. 

The Board of Governors of the Federal Reserve and the FRBNY worked closely together in 
establishing these vehicles. We believed then, and 1 continue to believe today, that without these 
transactions, AIG would have failed. 

AIG Counterparties 

This brings me to the question that has been the source of so much understandable concern and 
frustration among the American people: the question of how we treated AIG’s counterparties 
when we purchased securities in establishing Maiden Lane III. 

While the financial contracts involved were complex, basically, AIG had agreed to insure the 
value of certain risky securities called multi-sector CDOs. The value of these securities was tied 
to pools of other assets, mostly subprime mortgages. As the financial crisis intensified, the value 
of the securities fell sharply and AIG incurred losses on these contracts and had to post collateral 
or make payments on the insurance. 

To help understand this kind of contract, imagine AIG had provided insurance on the value of a 
tangible asset, such as a house, to the homeowner. If the price of the house fell, AIG would be 
required to post collateral, or essentially make a payment to the owner, equal to the decline in the 
value of the house. So, if the house was originally worth $200,000, and fell to $125,000, AIG 
had to give $75,000 to the homeowner as collateral and would incur a loss of the same amount. 

In addition, if AIG’s credit rating fell, it would have to post even more collateral because the 
homeowner would be concerned about whether AIG could ultimately pay on the insurance. 

The problem was AIG had written billions of dollars of such insurance without sufficient capital. 
AIG was fine as long as the prices of the assets they were insuring — housing prices, in the 
example - didn’t fall, and their own credit rating didn’t fall. But if either happened, it would be 
in trouble. In the fall of 2008, both events occurred. The value of the assets and AIG’s credit 
rating fell, bringing AIG to the brink of bankruptcy. 

By August, AIG had already paid out over $16 billion on contracts similar to the ones that 
Maiden Lane III was designed to address. When the Federal Reserve established the credit 
facility on September 16®', it knew that there would be substantial further demands of this sort. In 
the midst of the ongoing financial crisis, the underlying securities were likely to continue to fall 
in value. 


9 



31 


Embargoed Until 10:00 a.m. EST, January 27, 2010 


We faced the following options: let AIG default on these contracts; continue to lend AIG money 
so it could meet its obligations; or restructure these contracts so that we could stop the 
hemorrhaging, and potentially recover value for the taxpayers in the future. 

If we had let AIG default, it would have gone into bankruptcy, triggering all the disastrous 
economic consequences we had feared since September. 

If we had simply continued to lend AIG money, it could have made these payments, but this 
would have increased AIG’s debt at a time when the rating agencies felt AIG already had too 
much leverage. Again, any downgrade by the rating agencies would have threatened AIG’s 
viability, driving more uncertainty and panic through the entire financial system. And simply 
lending AIG the money to make payments could have been an open-ended commitment by 
taxpayers and would not have given them any assets in return. 

Instead, we sought to restructure the contracts. In order to cancel the insurance, we purchased 
the assets. We paid the fair market value at that time for the assets. Going back to the housing 
example, we paid $125,000 for a house that AIG had insured at $200,000. The counterparties 
kept what they already had — in our example, the $75,000 cash collateral. Taken together, these 
two amounts essentially equaled par value. 

This simple example does not capture the complexity of the transactions. But, essentially what 
the Federal Reserve did was to purchase these securities (CDOs) with a par value of $62 billion 
for the purchase price of $27 billion. In designing and implementing this transaction our 
objective was, as it always is, to get the best deal for the taxpayer. We made judgments about 
these transactions carefully with the advice of outside counsel and financial experts. 

However, we faced constraints. The counterparties held insurance entitling them to full or par 
value of the contract. We could not credibly threaten not to pay. That meant putting AIG into 
bankruptcy, At the time, we were working desperately to rebuild confidence in the financial 
system. Any suggestion that we might let AIG fail would have worked against that vital aim. 

We could not risk a protracted negotiation. AIG’s financial position was deteriorating rapidly 
and the prospect of a downgrade was imminent. 

Some have suggested that the FRBNY should have used its regulatory authority, or some other 
means, to effectively coerce AIG’s counterparties to accept concessions. This was not a viable 
option either. Once a company refuses to meet its full obligations to a customer, other customers 
will quickly find other places to do business. If we had sought to force counterparties to accept 
less than they were legally entitled to, market participants would have lost confidence in AIG 
and the ratings agencies would have downgraded AIG again. This could have led to the 
company’s collapse, threatened our efforts to rebuild confidence in the financial system, and 
meant a deeper recession, more financial turmoil, and a much higher cost for American 
taxpayers. 


Operating with these constraints, the FRBNY and AIG initiated discussions with the major 
counterparties about whether they would be prepared to accept concessions on the prices of the 
securities. We knew that the likelihood of success was modest. Relatively quickly, and not 
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unexpectedly, we discovered that most firms would not, on any condition, provide such a 
concession. One said that it was willing, but only if eveiy'body else would agree to equal 
concessions on their prices. 

In the end, the prices paid for the securities were their fair market value. Because of the way the 
contracts worked, those prices were essentially equal to the difference between the par value of 
the CDOs and the payments that counterparties had already received. 

Since Maiden Lane III purchased these securities, they have generated significant cash flows that 
have been used to pay down the FRBNY’s loan by more than 25 percent. We expect Maiden 
Lane III to pay the FRBNY back in full and to generate a substantial profit for U.S. taxpayers. 

I strongly believe that strategy that the Federal Reserve and the Treasury pursued in establishing 
Maiden Lane III will generate a better outcome than any alternative. 

Disclosure 

I had no role in making decisions regarding what to disclose about the specific financial terms of 
Maiden Lane II and Maiden Lane III, and payments to AIGs counterparties. 

On November 24'*', President-elect Barack Obama announced that he intended to nominate me to 
be Secretary of the Treasury. And after consulting with the Chairman of the Federal Reserve 
Board, the General Counsel of the Federal Reserve Board, the General Counsel of the FRBNY, 
the Chairman of the Board of Directors of the FRBNY, and the President-elect’s advisers, I was 
asked to stay on as President of the Federal Reserve Bank of New York on an interim basis. We 
made this judgment, in part, to protect the independence of the Federal Reserve, and, in part, 
because I was going to be spending the bulk of my time helping shape the President-elect’s 
economic strategy. 

Starting on November 24, 1 withdrew from involvement in monetary policy decision, policies 
involving individual institutions, and day-to-day management of FRBNY, In accordance with 
established practice, my colleagues at the Federal Reserve Bank of New York, led by the First 
Vice President, Christine Gumming, carried out the day-to-day management decisions in close 
cooperation with their colleagues in at the Federal Reserve Board. 

The Broad Strategy 

More than a year has passed since the Federal Reserve and Treasury decided to rescue AIG, and 
substantial challenges remain for our financial system. The economic crisis is not over. Too 
many Americans face unemployment and too many families face the risk of foreclosure. Many 
small banks are still experiencing significant losses. That is contributing to a contraction in bank 
lending, which hurts small businesses especially. Many parts of the financial system remain 
impaired. 

But the broad strategy that the government adopted to contain the financial crisis has been 
remarkably effective at stemming the crisis and repairing the damage. This has been achieved at 
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a much lower cost in terms of taxpayer resources than many people anticipated, ! want to 
highlight some important facts that I don't think are well understood in the Congress or among 
the American people. 

We have already recovered two-thirds of TARP investments in banks that my predecessor 
appropriately made in the fall of 2008. And we have earned $17 billion on those investments 
through dividends and warrants. That means that the American government has a dramatically 
smaller stake in banks than it had when I came into office, and the taxpayer is earning a profit on 
those investments. The rapid repayment and income from TARP investments in banks are the 
direct result of government financial policies. In February, the Administration announced a 
strategy to get private capital to replace public investments and carry the burden of repairing our 
financial system. The stress tests of our largest financial institutions provided the transparency 
and confidence necessary for those institutions to raise substantial capital in private markets. 
Since the results of the stress tests were aimounced in May, these institutions have raised over 
$140 billion in high-quality capital and over $60 billion in non-guaranteed unsecured debt. 

The Government is terminating the exceptional guarantee programs that were put in place during 
the darkest days of the fall of 2008. In September, Treasury closed its Money Market Fund 
Guarantee Program at a profit. At its peak, the program guaranteed $3.2 trillion in assets. 
October was the last month to issue new debt under the FDIC’s Temporary Liquidity Guarantee 
Program (TLGP). That program has generated roughly $10 billion in net income. The FDIC's 
TLGP transaction account guarantee program is scheduled to terminate in June. In sum, 
guarantees through these exceptional programs have been reduced by more than 75 percent since 
this Administration took office. The Capital Purchase Program, under which the bulk of support 
to banks was provided, has been closed. 

The expected cost of financial stabilization efforts has fallen sharply since last year. In President 
Obama's February Budget, the projected impact of financial stabilization efforts on the deficit 
was over $550 billion, including TARP and a reserve in case of continued instability. Today, the 
Treasury expects that impact will be less than $120 billion. If Congress adopts the President’s 
proposed Financial Responsibility Fee, American taxpayers will not have to pay one penny of 
loss for the financial rescue. 

Over the past year and a half, credit conditions for American consumers and businesses have 
improved. Rates on consumer and business loans have fallen substantially. Securities markets 
have reopened. The housing market is more stable. 

AIG Today 

The situation of AIG today is substantially better than it was six or twelve months ago, AlG’s 
insurance subsidiaries arc open for business and generating positive returns. A number of those 
subsidiaries are attracting attention from external investors. We anticipate that AIG will generate 
substantial proceeds from the sale of some of those entities. Under the terms of the support we 
have provided, the first call on the proceeds from any sales of AlG’s subsidiaries will be to repay 
the support that the U.S. government has provided to AIG. 
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It is also important to note that AIG has made substantial progress in winding down its Financial 
Products subsidiary, the division where AIG’s problems were concentrated. The gross value of 
AIGFP derivatives positions are down by more than half since September of 2008, and the 
company actually generated a profit in the last two quarters for which public information is 
available. 

The U.S. government is still exposed to substantial risk of losses on its investments in AIG. That 
risk was inevitable, was unavoidable and we cannot know at this point what the scale of those 
looses will be. While the Federal Reserve’s investments in Maiden Lane II and Maiden Lane III 
are likely to earn a profit, based on what we know now, the government is unlikely to fully 
recover the direct costs of Treasury’s capital investments in AIG. But, today, on the basis of a 
range of measures, those losses are likely to be substantially lower than we expected even just a 
few months ago. And I want to emphasize if Congress adopts the President’s proposed Financial 
Responsibility Fee, American taxpayers will not have to pay one cent for the rescue of our 
financial system. 

Our latest audited financial statements show that, as of September 30, 2009, Treasury had 
invested $43 billion in AIG under TARP. At that time, the “market value” of that investment 
was $13 billion, implying an expected loss of about $30 billion. We believe that, depending on 
market conditions and the future performance of AIG’s businesses, the actual recovery on the 
Treasury’s Preferred stock could be significantly higher. We are confident that the FRBNY 
Credit Facility, its loans to Maiden Lane II and Maiden Lane III, and its preferred interests in 
certain of AIG’s subsidiaries will be fully repaid, and FRBNY should earn a profit on its 
financial support of AIG. 

Financial Reform 

There are two central lessons from this crisis, both applicable to AIG, that have guided the 
President’s proposals and the legislation now working through Congress to reform our financial 
system. 

First, we need the ability to limit risk-taking for institutions that threaten the overall stability of 
the system and can cause extraordinary damage to the American economy. We need this ability 
not just for banks, but for institutions that operate like banks. These non-bank financial 
institutions have existed alongside banks and yet were not subject to those constraints in this 
crisis. We also need to make sure that regulators have clear accountability and enforce sensibly- 
designed constraints on risk. 

As I underscored earlier in my testimony, AIG, one of the largest and most complex financial 
institutions in the world, was allowed to take on an enormous level of risk that eventually 
threatened our entire financial system. None of the regulators overseeing AIG or any of its 
subsidiaries understood anything close to the complete scope or scale of that risk. And they 
clearly failed to contain it, That failure of oversight must not happen again. 
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Second, the federal government must have the ability to resolve failing major financial 
institutions in an orderly manner, with losses absorbed not by taxpayers but by equity holders, 
unsecured creditors and, if necessary, other large financial institutions. 

Under our proposed special resolution authority, a failing firm, such as AIG, w'ould be placed 
into an FDlC-managed receivership. The purpose of the receivership would be to unwind, 
dismantle, sell, or liquidate the firm in an orderly way that protects the financial system at the 
lowest cost to taxpayers. 

Shareholders and other providers of regulatory capital of the failing firm would be forced to 
absorb losses, and managers responsible for the failure would be replaced. Such an approach 
allows the government to reduce the risk that failure would result in panic by creditors and 
shareholders of other firms and helps maximize recovery of the value of the firm’s assets. 

I join the American people and Members of Congress in feeling a deep sense of outrage over this 
crisis, and over the fact that better tools were not available for the government to confront it. For 
that reason, we should be working as hard as possible to make sure we put in place a set of 
financial reforms that would create a safer, more stable financial system, where opportunity can 
rise, risk can be mitigated, and where there are stronger protections for consumers, investors, and 
taxpayers. 

Conclusion 

It is very hard to judge a decision through the prism of hindsight and on the basis of the events 
that followed. The crisis that unfolded was so severe, damaging the lives of so many Americans, 
that it’s hard for people to imagine how things could have been dramatically worse if AIG had 
been allowed to default. But I am personally very confident that if we not acted, the crisis would 
have caused more devastation and would have cost far more money. 

Many Americans look at what happened with AIG, and the rest of the financial rescue, and 
simply ask: Why was it necessary? Why was it fair for the government to take taxpayer money 
and put it into an institution that had mismanaged itself to the edge of collapse? 

The answer is that it was not fair, and it was not something our government should ever have to 
do. But those Americans, those families and business owners who played by the rules and 
played no role in giving rise to this recession, should understand that if the government had 
failed to act, that failure would have unleashed substantially greater damage upon them. 

There is an adage the President cites, that if your neighbor’s house is burning, even if they’ve 
acted irresponsibly, your first priority is to put out the fire before it spreads to your own house. 

If we had not put out the fire that w'as AIG, it would have spread. And if you have any doubt, 
look at what happened after the failures of Lehman Brothers, Washington Mutual, Wachovia and 
Countrywide. Look at the impact not just on the savings of Americans, which fell by over 10 
trillion dollars, but on the thousands of businesses that had to close, and the millions of workers 
who w'ere laid off 


14 



36 


Embargoed Until 10:00 a.m. EST, January 27, 2010 


Some people have criticized the actions of the Federal Reserve and Treasury. They argue that 
we should have done nothing and that government intervention would sow the seeds for an even 
greater crisis. 

I suspect such critics would have agreed with one of my predecessors, who eight decades ago, 
facing another moment of severe crisis said, “Liquidate labor, liquidate stocks, liquidate the 
farmer, liquidate real estate. It will purge the rottenness out of the system.” 

That crisis, of course, was the Great Depression. And the Great Depression became the Great 
Depression because Andrew Mellon was not alone in his beliefs. In 1930, many people thought 
that the financial system was going through a necessary adjustment, that the healthy process was 
to let the fire bum itself out, and that the best thing the government could do was to do nothing. 

Today, few believe that. Today, we know that when confronting a severe economic crisis the 
government must respond with overwhelming force. That is the basic lesson of the Great 
Depression. That is the basic insight that informed every judgment we made. And that is the 
reason we are now' emerging from a recession and not still in the midst of a second Great 
Depression. 

In confronting this crisis, we learned from the past. Now we must learn from more recent 
failures, especially those that required AIG’s rescue. 

If we had stronger supervision and regulation in place, the government could have acted sooner 
to avert the crisis. If we had better crisis management tools in place, the government would have 
had better options. If we could have done it any differently, we would have done it differently. 

Instead, we had no other choice. That is the basic lesson of this great recession. 

In the future, when another generation of Americans confronts a new crisis bom of new risks, the 
question will be whether we provided them the tools we did not have, whether we turned our 
collective outrage into concrete action, whether we passed comprehensive financial reform. 

1 hope we will. 

Thank you. 
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Chairman TOWNS. Thank you very much, Mr. Secretary. 

Let me begin hy asking a couple of questions. Were you involved 
in any discussions with AIG, or your staff involved, where you dis- 
cussed what AIG should or should not disclose to the public? 

Secretary Geithner. Mr. Chairman, as I said, I had no role in 
making those decisions. But as the record shows, and the record 
before the committee shows, a large number of people at the Fed- 
eral Reserve Bank of New York and the Federal Reserve Board in 
Washington played a very active role in thinking through those dif- 
ficult choices. 

Chairman TOWNS. But I am not sure I got an answer there. 

Secretary Geithner. Let me say again. I personally played no 
role before the 24th or after in making those decisions. But you 
asked whether any employees of the New York Fed did. Of course 
they did. 

Chairman TOWNS. When you were the president of the Federal 
Reserve Bank of New York, when did you recuse yourself from 
matters involving specific companies and why did you recuse your- 
self? 

Secretary Geithner. On November 24th, the President an- 
nounced his intention to nominate me as Secretary of the Treasury. 
That forced me to make a set of decisions about what was appro- 
priate for me to do, given the unique circumstance at that time. 

And after consulting with the chairman of the Federal Reserve, 
with the chairman of my board, with my general counsel, and with 
a range of other officials, collectively we decided that it was in the 
best interest of the Fed and the incoming administration for me to 
remove myself from day-to-day involvement in the Fed’s policy 
issues, to leave that responsibility to my colleagues at the New 
York Fed, led by the executive, the first vice president of the New 
York Fed, but not to step down as president. 

And we made that decision because we wanted to make sure we 
were protecting the independence of the Fed and because I was 
going to be spending, by necessity, a huge part of my time in help- 
ing shape the President’s economic agenda, and I was not going to 
be able to give the care and effort needed to carry on running the 
Fed on a day-to-day basis. Our judgment was that was the best de- 
cision at the time. I am confident of that in retrospect. It was 
unique. It was unique, but I don’t think there was a better alter- 
native available. 

Chairman TOWNS. Secretary Geithner, I don’t think AIG’s 
counterparties should have been paid 100 cents on the dollar, be- 
cause in this email we have here — it is on the screen as well — you 
had some interest in how much the counterparties were owed. 
Please tell the committee what impact the counterparties’ exposure 
had on your decision to pay 100 cents on the dollar. 

Secretary Geithner. Mr. Chairman, that played no role in our 
decision. As I said in my opening statement and as I have testified 
before, we had to make a difficult choice about what was going to 
prevent the failure of the firm at least cost to the taxpayer. If we 
had broken those contracts, if AIG had not paid them in full, if we 
had threatened default, if we had imposed haircuts, if we had se- 
lectively imposed haircuts, that would have brought about a down- 
grade in its rating, the firm would not have been able to operate. 
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and it would have collapsed. It was because of those choices we 
took the path we did, to restructure the contracts and leave the 
taxpayer with some of the potential upside in those securities. 

Now, judging what is systemic and why a failure of AIG might 
matter for the system as a whole is a very difficult judgment to 
make; there is no black and white choice in that context. But our 
judgment was, as I said in my testimony, that AIG’s collapse would 
have dramatically magnified all the effects you saw in the imme- 
diate aftermath of Lehman’s failure, and in some ways they would 
have been more consequential because they would have spread to 
a set of insurance businesses, and that would have been much 
worse for the country. So we were guided by a simple but terrible 
choice: how best to prevent default at least cost to the taxpayer. 

Chairman Towns. Thank you very much, Mr. Secretary. 

I now yield to the gentleman from California, the ranking mem- 
ber, Congressman Issa, for 5 minutes. 

Mr. IsSA. Thank you, Mr. Chairman. I am going to pick up pretty 
much where you left off. 

Secretary Geithner, I think you have answered that you played 
no role in the decision to not disclose the full payment, the 100 per- 
cent payment, to the counterparties, that you were not part of what 
some of us have called a cover-up. Is that right? 

Secretary Geithner. Absolutely. 

Mr. Issa. OK. Let me followup, then. If, after November 24th, 
you were not involved in any activity, then one more just to be 
clear. Did you ever become involved with the Federal Reserve’s dis- 
closure decision with respect to AIG counterparty claims after your 
nomination as Treasury Secretary? In other words, have you ever 
participated or questioned or stayed involved with that? 

Secretary Geithner. No, I did not. 

Mr. Issa. Well, from what we were given by the Fed, could we 
put up slide 1? This email from you says — to William Dudley, your 
replacement, on March 2009 — OK, it is easier to read on the 
screen — Where are you on the AIG counterparty disclosure issue? 
Long after you left you made this email. What was it about and 
what was the answer? 

Secretary Geithner. Well, Congressman, as you know, this ques- 
tion of disclosure was the subject of a huge amount of controversy 
and most people 

Mr. Issa. You think? 

Secretary Geithner. Yes. That is what my son says, and I agree 
with you. And I think most people feel as you do, they said why 
shouldn’t it be disclosed? Why shouldn’t it be disclosed? And, as 
you know, in March — which I think, if I am not mistaken, was the 
time of this email 

Mr. Issa. Yes, March 15th. 

Secretary Geithner [continuing]. It had been subject of testi- 
mony by the vice chairman of the Federal Reserve, and the Federal 
Reserve was facing a huge amount of pressure and attention over 
what it disclosed. So I assume I was doing what you might expect 
in that context in asking them where were they, were they going 
to change their position. 

Mr. Issa. OK. Well, then, following up on your continued involve- 
ment looking at them, where are you on this? Do you believe that 
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there should be full disclosure, as the President has said that these 
kinds of instruments should be public, that essentially, they be like 
any other instrument, the details of which should be available 
broadly? 

Secretary Geithner. Congressman, I believe deeply that trust 
and confidence in the financial system requires disclosure and 
transparency. I believe that trust and confidence in the Govern- 
ment requires that our actions be subject to full exposure and re- 
view by careful independent analysis. And I have been very, very 
supportive, since I came into office and before, to making sure we 
were bringing an unprecedented level of disclosure to the trans- 
parency around the actions of the Government. I will just give you 
a few examples. 

When I came into office, we put the financial terms of all of the 
transactions we undertook under the TARP in the public domain 
for everyone to see. One of the reasons our financial strategy has 
been successful in bringing a measure of stability back to our sys- 
tem is we compelled the largest institutions in the country to sub- 
ject their balance sheets to a level of disclosure 

Mr. IssA. Well, Secretary, I appreciate what you have been doing 
as Treasury Secretary, but I have in front of me from the Fed, 
marked confidential, the details of who benefited, who got these 
benefits, and currently it is locked up until 2018 by an order that 
wasn’t negotiated and final until May of this year — May of last 
year, long after you were obviously able to be involved, that locks 
up the public knowing, and these are assets the American people 
have paid for in full, right? Do you believe that we should know 
about these? 

Secretary Geithner. Congressman, that is an issue that I think 
you need to direct to the New York Fed and to the SEC. 

Mr. IssA. OK. Well 

Secretary Geithner. You asked me a question that I didn’t quite 
get a chance to answer before, which is you said what was my 
view, in effect 

Mr. IssA. Yes. 

Secretary Geithner [continuing]. Of what the Fed ultimately 
did. It is very important to recognize that the Fed did, in March 
2009, fully release information of the counterparties and the details 
of that transaction, and based on what I know, I thought the deci- 
sion was appropriate then. Now, I know a lot of people have said 
shouldn’t that have come sooner I think reasonable people could 
come to that judgment, but I did not stand in their shoes. 

Mr. IssA. Now, as a member and the head of the New York Fed, 
and also, I guess, broadly a member of the board generally, until 
you were sworn in 

Mr. Kucinich [presiding]. The gentleman’s time has expired. 

Mr. IsSA. I will just finish up this one question, Mr. Chairman, 
very quickly. 

You were aware that Chairman Bernanke, in fact, had in front 
of him from the staff a report that said AIG should be allowed to 
go bankrupt, which was then held back on September 16th based 
on his decision on September 15th not to disclose this for a broad 
vote of the board, weren’t you? 
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Secretary Geithner. I am not aware of the email that you are 
referring to, hut I am aware of the 

Mr. Kucinich. The witness may answer the question and then 
we are going to move on to the next questioner. 

Secretary Geithner. Thank you. 

Every decision we made in the days before September 16th and 
afterwards were enormously controversial 

Mr. ISSA. No, no. 

Mr. Kucinich. The gentleman’s time has expired. 

Mr. IsSA. I understand. 

Mr. Kucinich. The Chair recognizes Mr. Kanjorski. 

Mr. IsSA. I would ask unanimous consent to just get an answer 
to the question. It would be very quick. 

Mr. Kucinich. Well, each Member has 5 minutes. We will — with- 
out objection, the witness can answer the question, then we will 
move. 

Mr. IsSA. The only question we want is were you aware of that? 
And if you weren’t, do you think you should have been aware of 
that for a vote on September 16th? That’s all. 

Secretary Geithner. Well, I was aware that there was enormous 
concern both in the New York Fed and at the Federal Reserve 
Board about the choices we were confronting. As I said, there is 
nothing more controversial and difficult than I think any we faced 
in this context, and I think it should be reassuring and no surprise 
that those actions — and the record will show that those actions 
were the subject of enormous debate, and they were the subject of 
debate before the 16th and afterwards, and every time we faced the 
possibility of having to do more, we all stepped back and said do 
we really need to do that, does that make sense? And that is a good 
thing for the country, that you had people willing to debate that 
and argue it forcefully. 

Mr. Kucinich. Thank you. 

The Chair recognizes Mr. Kanjorski. 

Mr. Kanjorski. Thank you very much, Mr. Chairman. 

Mr. Secretary, there is a famous expression. I think it comes 
from one of the fine poets of our era: We have come to bury Caesar, 
not to praise him. And I hope you appreciate the role of Caesar 
that you are playing today. But it made me think about the fact 
that last Sunday I watched the ball game and in the closing mo- 
ments of the ball game the quarterback made a tremendous deci- 
sion to pass the football and got intercepted. And, as a result, the 
opposing team took the ball down the field, kicked a field goal, and 
won the game. And I convened several meetings in New York after 
that game and met extensively on Monday and Tuesday, and we 
have concluded that he just did the absolute worst thing that he 
could have done. Eve^ one of us at those meetings would have 
made the correct decision after the fact. 

I think the point I am trying to make is I do share some of the 
sympathies with you because I was on the committee and the task 
force that was working with the Secretary and with the chairman 
of the Federal Reserve when the crisis occurred, and I caution some 
of the members I think even of this committee were AWOL for the 
votes that we needed to authorize the saving of the American econ- 
omy. 
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As I have heard your testimony, you have come to the conclusion 
that if the rescue package had not been passed by the Congress of 
the United States authorizing the Secretary and the President to 
take extraordinary action and commit hundreds of billions of dol- 
lars of taxpayers’ money, we wouldn’t be sitting in this room today. 
We probably wouldn’t be operating under the Constitution that was 
saved as a result of that precipitous action taken in a very short 
period of time. Is that relatively correct? 

Secretary Geithner. I completely agree. And those Members of 
Congress on both sides of the aisle that voted to authorize that ac- 
tion did the right and the necessary and the courageous thing, and 
they made it possible for my predecessor and the Federal Reserve 
to start to stabilize this thing. And it would not have been possible 
without that authority and without that legislation. 

Mr. Kanjorski. I appreciate that. I sometimes — as a matter of 
fact, I took that argument to the White House at that time. If you 
remember, the President was not as outspoken, and I always was 
convinced that in a democracy such as ours, transparency, both in 
bad news and dangerous news, must be shared with the people. 
And part of the problem at that time, we didn’t share that news. 
And even to today, most people in this audience and most people 
throughout America have no idea how close we came to total anni- 
hilation and disaster. Is that correct? 

Secretary Geithner. That is my view. I think for the first time 
since the Great Depression you were seeing a full scale run on the 
financial system. People were taking their savings out of banks. 
They wondered whether a dollar was a dollar; whether their dollar 
in a money market fund would be worth a dollar. They worried 
about whether a dollar lent to a AAA company would be worth a 
dollar. It was a basic calamitous breakdown in the fabric of our 
system and no recovery would have been possible without starting 
to stabilize the system and stem the bleeding, and that was some- 
thing that could not happen without the authority that, as I said, 
many people in this room, many people on both sides of the aisle 
voted to approve. 

Mr. Kanjorski. Am I correct that there were discussions held at 
the highest echelons of the U.S. Government and the Congress at 
that very time as to whether or not law and order could be secured 
in the United States if we did not take precipitous actions to assure 
the people that the economic markets in the United States and the 
world would be held secure? 

Secretary Geithner. I was not in the executive branch at that 
time, so I can’t speak to that, but it would not surprise me if that 
was the case. Again, this was the gravest crisis we had seen since 
the Great Depression. It was not going to solve itself Many people 
advocated we should let it burn itself out, but that would have 
been catastrophic for the economy. We are still living with the con- 
sequence of the damage and the wreckage. The scale of the chal- 
lenges we face today as an economy are rooted in that crisis and 
they illustrate the force of the pressure and the momentum that 
was already — we were already living with in August of that sum- 
mer. 

Mr. Kanjorski. All the decisions made in those fateful 2 weeks 
weren’t the correct decisions, were they? 
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Secretary Geithner. Oh, Congressman, I think every day about 
things we could have done differently and done early, and I think 
a great strength of this country is that people in the Congress, in 
independent oversight bodies, in the financial crisis commission 
were all going to take a cold, hard look at everything that was 
done, and that will give us a better basis 

Mr. Kucinich. The gentleman’s time has expired. You may con- 
tinue with your answer. 

Secretary Geithner [continuing]. And that will give us a better 
basis for fixing this mess and preventing it from happening again, 
and we will cooperate fully in all that effort. 

Mr. Kanjorski. Thank you, Mr. Chairman. 

Mr. Kucinich. I thank the gentleman. 

The Chair recognizes Mr. Burton. 

Mr. Burton. Thank you, Mr. Chairman. 

Your counsel, one of your counsels, James Bergen, said on March 
the 12th, I don’t know if there is any way to manage it so that Con- 
gress won’t ask for it or, if they do, won’t release it. Does he work 
for you, or did he work for you? 

Secretary Geithner. Yes, he did. 

Mr. Burton. Does your legal counsel have the authority to make 
comments and decisions without your knowledge? 

Secretary Geithner. Of course. But 

Mr. Burton. Regarding something of this import? 

Secretary Geithner. Well, as president and CEO of the New 
York Fed, of course, I was ultimately responsible 

Mr. Burton. This doesn’t require a long dissertation. 

Secretary Geithner. No, it’s not a long 

Mr. Burton. All I want to know is do they have the authority 
to make these kinds of comments and decisions without you know- 
ing about it. 

Secretary Geithner. Of course. 

Mr. Burton. On November the 11th, when you were still at the 
Fed, an internal memo said, as a matter of course, we do not want 
to disclose that the concession is at par unless absolutely nec- 
essary. Are you familiar with that memo? 

Secretary Geithner. Not with that email. As I said, I was not 
involved in decisions about what to disclose about the individual 
transactions or the names of counterparties. But I have enormous 
trust and confidence in the integrity and judgment of people who 
were. 

Mr. Burton. On March the 15th, after that, we had up on the 
board there a few minutes ago the email to Mr. Dudley that said 
where are you on the counterparty disclosure issue? And Dudley 
responded, my understanding is that it is in train and could come 
out as early as today. Are you familiar with that? 

Secretary Geithner. I don’t recall his response, and I didn’t re- 
call my email until you put it in front of him, but now I see it. 

Mr. Burton. You don’t remember that? 

Secretary Geithner. No, I don’t, but I do remember at the time 
there was still enormous building pressure on the Fed to disclose 
and they did disclose. 

Mr. Burton. But you still maintain that you weren’t involved in 
any of this? 
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Secretary Geithner. Yes, absolutely. 

Mr. Burton. Were you aware that all of these organizations 
around the world, Societe Generale, Goldman Sachs, Merrill Lynch, 
Deutsche Bank, UBS, were all getting 100 cents on the dollar? 

Secretary Geithner. Absolutely. 

Mr. Burton. You were aware of all that? Why wasn’t this dis- 
closed back in November, when you were head of the Fed? 

Secretary Geithner. Well, again, that is a question you need to 
direct to the people who were responsible for that judgment. 

Mr. Burton. Well, you were the head of the Fed. 

Secretary Geithner. I was the head of the Federal Reserve Bank 
in New York until I was confirmed by the Senate for this job. 

Mr. Burton. Why wouldn’t this have been disclosed by you back 
then? I mean, you are saying that — what, was this a group that 
made the decision? 

Secretary Geithner. Congressman, I don’t know how to say it 
any differently, but when the President announced his intention to 
nominate me, I withdrew, appropriately, from a whole range of 
policies decisions of the Federal Reserve Bank of New York in part 
to protect the Fed, in part so I could do my job of helping the Presi- 
dent prepare for how to fix the mess we inherited. Now, because 
of that I was not involved in those decisions. But I want to say the 
people who made those decisions did so 

Mr. Burton. This happened on November the 11th, before you 
withdrew. 

Secretary Geithner. What happened on November 

Mr. Burton. This knowledge. 

Secretary Geithner. Oh. Mr. Chairman, as I said in my testi- 
mony, I wasn’t 

Mr. Burton. Why wasn’t it disclosed back then? 

Secretary Geithner. Well, we didn’t face that choice then. I was 
directly involved in the judgments that we collectively made 

Mr. Burton. You didn’t face the choice back then? 

Secretary Geithner. No, we didn’t. No. But the choice that I was 
deeply involved in, fully support, believe was the right choice was 
the decision to restructure these contracts in a way that was better 
for the taxpayer and prevented the fall of the company. I was fully 
supportive of that, fully aware of that. 

Mr. Burton. It stretches credulity for us to believe that you had 
no role in this and didn’t know anything about it when your attor- 
neys and people that worked for you were sending emails all 
around the place, and you were the head of the Fed and you didn’t 
know anything about it? It just doesn’t make any sense to me, and 
I think a lot of my colleagues feel the same way. 

Secretary Geithner. Congressman, I was president of the New 
York Fed throughout that time. I was — we were involved, as you 
know, in an extraordinary complicated range of things. 

Mr. Burton. But this is major stuff. 

Secretary Geithner. The decisions around AIG were major and 
hugely consequential, and they were done with enormous care and 
judgment. But the choices around disclosure, which understandably 
are the focus of so much attention, are not judgments I could speak 
to. 
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Mr. Burton. Let me just finish by asking you this. Do you think 
that there ought to be an annual audit of the Fed? 

Secretary Geithner. I am very supportive 

Mr. Kucinich. The gentleman’s time expired, but, Mr. Secretary, 
you may answer the question. 

Secretary Geithner. I am very supportive, as part of financial 
reform, of trying to make sure that the Fed is subject to an aduate 
level of transparency and disclosure and oversight, and the chair- 
man of the Federal Reserve has worked with many Members in 
Congress in helping shape reforms that would achieve that out- 
come. 

Mr. Burton. I’ll take that as a yes. 

Secretary Geithner. In doing that, though 

Mr. Burton. I’ll take that as a yes. 

Secretary Geithner. In doing that, though, I want to be — it is 
very important we protect the independence of the Federal mone- 
tary policy issues. It would be a deep mistake for the country, a 
grave mistake for the country to threaten that independence. 

Mr. Kucinich. The Chair recognizes Mr. Cummings. You may 
proceed. 

Mr. Cummings. Secretary Geithner, I don’t know whether you re- 
alize this, but it was the Democrats that asked for this hearing. I 
specifically asked for this hearing. Did you know that? 

Secretary Geithner. I believe I did know that. 

Mr. Cummings. And let me tell you that when I asked for the 
hearing, I must tell you that I was extremely concerned and I was 
questioning whether you had acted appropriately. And I think any- 
one who read headlines back then, when this hearing was re- 
quested, would have come to at least the question mark. 

Now, you sat here a few moments ago and you swore that you 
would tell the truth, is that correct? 

Secretary Geithner. I did. 

Mr. Cummings. Is that correct? 

Secretary Geithner. I did. 

Mr. Cummings. And I assume that the statement, your written 
statement is a statement which you would also swear to? 

Secretary Geithner. Absolutely. 

Mr. Cummings. And I can tell you that as I read your written 
statement, I am trying to figure out, as far as the initial getting 
involved with AIG and what you all did, I don’t know what any- 
body else would have done. I don’t think we had a choice, or that 
you had a choice. So let me say that I think we did the right thing 
there. 

Now, this is where it gets sticky. We also have a situation. Sec- 
retary Geithner, where the American people are concerned that a 
lot is being done for Wall Street, but not enough being done for 
Main Street. You understand that? 

Secretary Geithner. Absolutely. 

Mr. Cummings. And one of the interesting things is that you 
talked about how, if you had not taken the action from the begin- 
ning, how it might have affected Main Street, the constituents of 
all 435 Members. Can you tell us, if you hadn’t taken the action, 
how might it would affect students in my district or businesses or 
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whatever? Can you tell us that? Because I don’t think that is get- 
ting through. 

Secretary Geithner. Thousands of more factories would have 
closed their doors. Millions more Americans would have lost their 
johs. The value of America’s houses and savings would have fallen 
even further than they did at that time. People would have rushed 
to take their money out of hanks. It would have brought about 
utter collapse. I don’t know a better way to say it than that. 

And if people wonder whether that was true, I think all they 
have to do is look back at what actually happened in the fall of 
2008, and you saw the value of American savings fall by almost 40 
percent; trillions of dollars in lost wealth. Millions of Americans 
lost their homes; thousands and thousands of businesses had to 
close. 

That is what happens when you let a financial crisis get out of 
control. Governments should never let that happen, but if they 
don’t act — and this is a very important thing for people to under- 
stand. People think it is unfair for the Government to act to rescue 
a financial system. But you cannot help an economy recover, you 
can’t create jobs, you can’t preserve the value of people’s savings 
without a functioning financial system. 

Mr. Cummings. Another moment, when we requested the hear- 
ing, that I was concerned about was this counterparties. As you 
probably know, I, along with 26 other Members of Congress, re- 
quested that SIGTARP, Barofsky, look into that whole issue, and 
there have been comments that the capital levels of the 
counterparties were tenuous, and had they not been paid in full, 
they risked collapse. Was this a real possibility? 

Secretary Geithner. In my judgment, that was not the most im- 
portant risk posed by AIG. AIG’s failure would have posed some di- 
rect losses on those major banks, but those losses themselves were 
not the issue; they would not have been significant. The threat to 
the system — and this was a threat to all institutions operating — 
was the threat of collapse of the system as a whole. And if AIG had 
failed, you would have seen a crisis spread to insurance companies 
around the world and you would have seen investors, depositors, 
creditors, pull back from every financial institution in the world, 
and that would have brought a much more precipitous collapse in 
all financial values. 

Mr. Cummings. My time is running out. Just real quick. When 
the public has so much invested in a company, isn’t it better to err 
on the side of transparency, Mr. Secretary, as opposed to keeping 
things secret? 

Secretary Geithner. Of course. Of course. 

Mr. Cummings. So what would push the decision to not be as 
transparent? I mean, what would cause that? 

Secretary Geithner. There are very few cases where it is nec- 
essary for there to be either a lag in disclosure or some gap. I am 
not sure how to — the best way to explain this, but like in national 
security, like in law enforcement 

Mr. Kucinich. The gentleman’s time has expired, but you can 
conclude your answer. 

Secretary Geithner [continuing]. Like in the protection of con- 
fidential supervisory information, but also to protect the taxpayer. 
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there are some areas in which you need to be careful about how 
you manage that. That is a discussion, though, you should have 
with my colleagues at the Fed; they are in a better position to an- 
swer it. But we would not want to disclose information that would 
be bad for the taxpayer, make it harder for the taxpayer to recoup 
our investments. 

But, in general. Congressman, I completely agree that trans- 
parency and disclosure are essential, the American people deserve 
it and we have been very effective in bringing an unprecedented 
level of security to all the basic actions we took in this financial 
crisis, an unprecedented level of transparency in disclosure. 

Mr. KuciNICH. Thank you. 

Mr. Cummings. Thank you very much, Mr. Chairman. 

Mr. Kucinich. Thank you. 

The Chair recognizes Mr. Mica. 

Mr. Mica. Thank you, Mr. Chairman. 

Mr. Secretary, it is kind of interesting the way you have framed 
your testimony and your involvement in some of these decisions be- 
fore the committee today. I think you have tried to give the impres- 
sion that you had to do what you had to do because of the financial 
situation. That is pretty much what you have said, right? 

Secretary Geithner. Oh, absolutely. 

Mr. Mica. Thank you. And then you used the term — you kept 
using the term we made decisions together. Then you said a divid- 
ing line of November 24th. Is that when you received word that you 
were going to be nominated for Treasury Secretary? 

Secretary Geithner. That is when the announcement was made. 

Mr. Mica. Yes. So you have tried to distance yourself from deci- 
sions that were made before that, but, in fact 

Secretary Geithner. No, no, I have not tried to distance — I take 
pride and full responsibility for all those decisions. 

Mr. Mica. OK. Then you also were aware when the New York 
Federal Reserve Board ultimately selected, on November 3, 2008, 
to purchase the underlying assets? 

Secretary Geithner. Oh, absolutely. 

Mr. Mica. You were. 

Secretary Geithner. And, again, as I said, I take pride in that 
decision. 

Mr. Mica. Also, you had no knowledge of any cover-up, right, or 
intent not to give full information and disclosure. 

Secretary Geithner. Of course not. 

Mr. Mica. Of course not. So you took credit for the decision but 
not the cover-up. 

Secretary Geithner. No, no 

Mr. Mica. Then you distance yourself from any cover-up before 
November 24th. And then, of course, you were out of the picture 
from November 24th forward, is that correct? 

Secretary Geithner. Congressman, I am not trying to distance 
myself from anything. I will take complete responsibility for deci- 
sions I played a role in shaping or was part of shaping, including 
all decisions up to the 24th on this case. And I am happy to take 
responsibility for all decisions I have made since then too. 

Mr. Mica. Then you were aware of 100 cents on a dollar bailout. 

Secretary Geithner. Absolutely. 
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Mr. Mica. Absolutely. And the risk that was posed by that offer. 
So you knew about that, but you weren’t attempting to cover up, 
that is your testimony today? 

Secretary Geithner. Of course not. 

Mr. Mica. OK. So I believe either you made a bad decision there 
or in fact there was the attempt to cover up one of the biggest bail- 
outs, back-door bailouts, in history. Now, you have tried to frame 
it as you did it because you did it in the interest of the people and 
the failure of the system. I am telling you I believe these are lame 
excuses. Either you were in charge and did the wrong thing or you 
participated in the wrong thing. To me, it appears like when you 
were being confirmed, a lot of controversy surrounded your not 
paying your taxes. You gave lame excuses then. I believe you’re 
giving lame excuses now. 

My final question is why shouldn’t we ask for your resignation 
as Secretary of the Treasury? I didn’t think you should have been 
Secretary of the Treasury when it was disclosed that you didn’t pay 
your taxes, because that is the highest financial responsibility posi- 
tion in the U.S. Government. So why shouldn’t you step down now? 

Secretary Geithner. That is your right. That is your right to 
that opinion. I have worked in public service all my life. I have 
never been a politician. I have served my country as carefully and 
ably as I can, and it is a great privilege for me to work with this 
President to help repair the damage that was here when we took 
office. And I will do so as long as he asks me to do so to the best 
of my ability, with great pride in this country and in him. 

Mr. Mica. Again, I think you’re punting the blame and I think 
you’re trying to position yourself as 

Secretary Geithner. Congressman, you don’t know me very well. 

Mr. Mica [continuing]. And yet 

Secretary Geithner. You don’t know me very well. I will 
take 

Mr. Mica [continuing]. I believe that we are not getting the 
whole story; we are getting a lame story in a monumental back- 
door decision of bailout for which the American taxpayers will stay 
on the hook for huge amounts of money. Even by estimates of the 
Treasury Department, there will be billions of dollars from this 
deal, which either you should have heen overseeing, and you said 
you had knowledge of and you failed to take some steps to further 
protect the taxpayer interest. You were either incompetent on the 
job or you were not doing your job and knew what was taking place 
and tried to conceal it, and I think that is grounds for your re- 
moval. 

Secretary Geithner. Congressman, I was there. I know what I 
was responsible for. I take full responsibility and, as I said, great 
pride in those judgments. 

Mr. Kucinich. The gentleman’s time has expired, but the Sec- 
retary may answer the question as he sees fit. 

Mr. Mica. He takes great pride in those judgments. 

Secretary Geithner. I do. I take great pride in those judgments. 
And people have a right to disagree with them and they have a 
right to go back and look at them with great care and analysis. 
And I hope you will give the same care and judgment to looking 
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at those decisions in retrospect, with the benefit of hindsight, that 
we gave in making those decisions at that time. 

Mr. Kucinich. I thank the gentleman. 

It is my time to ask questions and I am yielding myself 5 min- 
utes. 

Mr. Geithner, the New York Fed agreed to Goldman Sachs’ de- 
mands for billions to settle its counterparty claims with AIG, 100 
cents on a dollar, but for more than a year before that Goldman 
and AIG had been locked into a dispute over that money and Gold- 
man believed it would lose up to $2.5 billion if AIG defaulted. Did 
you know at the time that Goldman Sachs had concluded it would 
not receive 100 cents on the dollar from AIG in the event of de- 
fault? 

Secretary Geithner. I did not know, and I don’t know whether 
that is true or not. 

Mr. Kucinich. Goldman had said publicly that they didn’t need 
the Government’s money, that it was fully hedged and would not 
have been materially affected if AIG had defaulted. But that turns 
out to be disingenuous. Committee investigators have learned that 
Goldman’s supplemental insurance policy would not pay in the 
event that the U.S. Government bailed out AIG. Goldman’s protec- 
tion would pay only in the event AIG defaulted. Goldman had not 
anticipated the Government bailout and so hadn’t put that contin- 
gency into the terms of its contracts. That failure put Goldman at 
real risk of losing the entire amount of disputed money once the 
Government rescued AIG. 

Did you have any knowledge at the time, did Lloyd Blankfein or 
anyone at Goldman ever admit to you or anyone working under you 
that Goldman Sachs was not fully hedged in the event t^he Govern- 
ment took over AIG, and that Goldman was at risk of losing at 
least $2.5 billion if the Government bailed out AIG and imposed 
less than 100 cents on the dollar on counterparties? 

Secretary Geithner. Congressman, I am not aware — and I don’t 
see how I could have been aware — of the precise details of the 
hedging strategies of all those firms to the event of a default by 
AIG. But we made a very careful effort to try to assess, working 
with the supervisors of all the institutions at exposure to AIG 
about what their economic exposure would be 

Mr. Kucinich. Had you talked to Lloyd Blankfein, for example, 
about this? Do you remember talking to him? 

Secretary Geithner. In the Goldman Sachs case in particular, 
because there were a lot of press reports that were consequential 
in this case, I did ask them directly what their exposure was and 
I asked them to show me what their internal information system 
reports showed about that exposure. 

Mr. Kucinich. The committee, if I may, is going to have a series 
of questions to submit to you in writing 

Secretary Geithner. Happy to answer those questions. 

Mr. Kucinich [continuing]. So that you will be given an oppor- 
tunity to have an extensive answer on this point. 

Secretary Geithner. Happy to answer those questions. 

Mr. Kucinich. Now, Mr. Secretary, once the Government stepped 
in, there was only one way for Goldman Sachs to get any piece of 
the $2.5 billion, and that was if the New York Fed voluntarily 
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agreed to give it to them. Now, if the New York Fed had fought 
for taxpayers, Goldman would have lost money it didn’t have any 
hope of recovering. In spite of public statements to the contrary, 
the New York Fed had a lot of leverage, a lot of leverage, to nego- 
tiate a reduction, which would have saved taxpayers billions. But, 
instead, the New York Fed took Goldman Sachs’ position in its dis- 
pute with AIG and settled it fully with taxpayers’ money. 

Now, Mr. Geithner, under normal circumstances, Goldman Sachs 
would have had to sue AIG in court to recover the disputed $2.5 
billion, and they would have settled for something less than that. 
Isn’t it true that the New York Fed gave Goldman Sachs a better 
deal than it could have ever expected from AIG or any market 
player at any other time? 

Secretary Geithner. Congressman, if we had the ability, like we 
have for normal companies seized, to put them through bank- 
ruptcy, if we had the ability, like we have for banks, to put them 
into an orderly wind-down process like quasi-bankruptcy, we could 
have done many things. But under the laws of the land, we did not 
have the ability, so we faced a very simple choice: let AIG default 
or prevent it. And there was no way — financial, legal, or other- 
wise — we could have imposed haircuts, selectively default on any of 
those institutions, without the risk of downgrade and default, and 
that is the only reason 

Mr. Kucinich. I just want to say, Mr. Secretary, since when does 
saving the system require the taxpayers to give a better deal than 
the market would normally deliver? Yet, that is what the New 
York Fed did. The Government gave Goldman Sachs more than 
Goldman Sachs had any right to expect, while at the same time 
giving no financial relief whatever to millions of Americans facing 
a foreclosure crisis. And if that doesn’t illustrate what the New 
York Fed thought who it was working for, I don’t know what does. 

Secretary Geithner. Congressman 

Mr. Kucinich. You may respond and then my time has expired. 

Secretary Geithner. Congressman, that is not true, and it is un- 
fair to the public servants 

Mr. Kucinich. What is not true? 

Secretary Geithner. What you just said. 

Mr. Kucinich. What? What isn’t true? 

Secretary Geithner. It is not true that the actions we took in 
AIG were for the benefit of anybody but the millions of Americans 
who, at that point, were suffering from the worst financial crisis 
since the Great Depression. The only way to help reduce that dam- 
age, protect that damage, was to fix the system and prevent the 
catastrophic failure that would have made that crisis worse. That 
is the only motive that underpinned these actions by the Govern- 
ment. 

Mr. Kucinich. I thank the gentleman. My time has expired. 

The Chair recognizes Mr. Duncan. 

Mr. Duncan. Thank you, Mr. Chairman. 

Mr. Secretary, you talked about looking at these events with the 
benefit of hindsight. Two men who did were Peter Boone, who is 
a researcher at the London School of Economics, and Simon John- 
son, a professor at MIT 
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Mr. Kucinich. Could the gentleman be closer to the mic so we 
can hear you? Thank you. 

Mr. Duncan [continuing]. Simon Johnson, a professor at MIT 
Sloan School of Management, and they wrote in the New Republic 
magazine, in the September 23rd issue, “The Fed may well have 
mitigated our current crisis by sowing the seeds for the next one,” 
and they say, in fact, the Fed has exacerbated the possibility of an- 
other similar or even larger crisis. In fact, the way they put it, they 
say, “As a result, unless real reform happens soon, we face the 
prospect of another bubble burst bailout cycle that will be even 
more dangerous than the one we have just been through.” 

Now, I assume you know that the American people are very, very 
angry about these bailouts and the bonuses and salaries that have 
come about through what most people see as a big government-big 
business duopoly, and they feel like this big government-big busi- 
ness duopoly has been manipulated in such a way as to allow just 
mind-boggling salaries and bonuses, and allowed very few elitists 
at the top to come out like robber barons to an extent really not 
known in American history. Because of big government, through 
the Federal Reserve system, our free market system was not al- 
lowed to operate, and it seems to most of us that it is not capital- 
ism when Government uses billions and billions of taxpayer money 
to prop up a very few well-connected firms. 

Now, that leads me to two questions. One, has the Treasury in- 
formed any of these financial giants that we will not follow too-big- 
to-fail policies in the future? And, second, do you think we should 
limit these salaries, these ridiculously excessive salaries and bo- 
nuses, that are even being talked about even today in any of these 
firms that got taxpayer bailout funds? 

Secretary Geithner. Congressman, that was a very thoughtful 
question. You asked exactly the right question. In a financial crisis, 
you face this tragic choice: you can let it try to burn itself out and 
let the damage spread to all sorts of innocent victims, or you can 
act to prevent it, knowing that acting to prevent it will create the 
risk that in the future investors will expect the Government to step 
in in the future and save firms from the consequences of failure. 
That is the dilemma at the heart of strategy in financial crisis. 

To stand back and let it burn is irresponsible. It is what hap- 
pened in the Great Depression. It almost happened to this country. 
The moral, just, pragmatic, fair choice — and this should be true if 
you are a Republican or a Democrat — is to act to protect the inno- 
cent. 

But, as you said wisely, by definition, that creates the risk we 
sow the seeds for future crises, and that is why, in the financial 
reform problem, we all have a huge stake in trying to make sure 
we not just limit risk-taking in the future, but that investors and 
equity holders and creditors and managers and executives do not 
run these firms with the expectations the Government will be there 
again. And that is why it is so important we put in place types of 
bankruptcy mechanisms that we have now for banks but we do not 
have for institutions like AIG. 

Now, absolutely, we have made clear in public, in crystal clear 
terms, in reform proposals that are now moving through the Con- 
gress, that we need to end this expectation of too-big-to-fail and 
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Government assistance. And if you look at what we have done 
since we came to office, we have moved very aggressively to pull 
the Government out of these institutions, to make sure we are not 
in these institutions a day longer than is necessary, to replace the 
public capital with private capital; and we have done that by forc- 
ing disclosure and forcing firms to recapitalize with private money, 
precisely because we want to limit the scale of the Government’s 
involvement and end this exceptional period as quickly as we could. 

And that strategy has been very, very effective in ways that peo- 
ple on the right and the left should welcome. On the right, it 
means that the Government is out much more quickly than any- 
body expected; on the left, people should know, with confidence 
now, that we have far more resources now available to help ad- 
dress the long-term challenges we face as a country to reduce our 
long-term deficits and try to meet the things that we have to do 
to fix what was broken in this country. 

But you asked a very good question and I agree very much with 
the thrust of your concern. 

Mr. Duncan. Well, that was a good answer to my first question, 
but my second question was do you think bonuses and salaries 
should be limited in any way in these firms that did receive Gov- 
ernment bailout money? 

Secretary Geithner. I think 

Mr. Kucinich. The gentleman’s time has expired, but please an- 
swer the question. 

Secretary Geithner. I think what happened to compensation 
across this country and in the financial system was terribly cata- 
strophic. It is judged — it came in the wave of a huge increase in 
income inequality in the United States over decades. In the finan- 
cial system it was much worse and it was much more consequential 
because it helped encourage a level of risk-taking that again 
brought the system to the edge of collapse. 

So it is deeply important in the public interest of the country 
that Congress legislate reforms that will change how bankers are 
paid. Government can’t do it alone, though. Shareholders and their 
representatives on the boards of these firms have to bring about 
much tougher limits on how firms are paid. I think that is very im- 
portant to do and I hope we will have support from the Congress 
in making sure we have the basis for doing that. 

Mr. Kucinich. I thank the gentleman. 

The Chair recognizes Mr. Lynch of Massachusetts. 

Mr. Lynch. Thank you, Mr. Chairman. 

Mr. Secretary, I am well aware of your family’s commitment to 
public service, so it makes it more difficult, in a sense, to ask these 
questions, but I honestly feel that the conduct of yourself and Mr. 
Paulson were not consistently on the side of the American tax- 
payer, and I will explain why. I will give you two examples. 

We had the situation with Bear Stearns. The circumstances are 
the same: the world is on the brink; we have a disaster; we are 
worried about the whole system melting down. With your support 
and Mr. Paulson, Mr. Bernanke, we forced Bear Stearns sharehold- 
ers from a position, I think it was a high of $172 a share in Janu- 
ary. We forced them down to $2 a share because the American tax- 
payer money was in the bailout. And that was something that was 
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supported by the Fed, by Treasury because we felt that because the 
taxpayer was bailing them out, that the shareholders of Bear 
Stearns should not be held harmless. 

Now, you have a different situation here, slightly different. A 
number of weeks later, where we have AIG going under. And these 
are credit default swaps, so the money going into AIG is going 
right out to the counterparties. This is a pass-through. And the 
folks on the other side are Goldman Sachs, largely. That is the 
principal beneficiary of all this. And we don’t negotiate a nickel, 
not a cent off of what they are getting. You are in the same posi- 
tion. You are supposed to be negotiating on behalf of the American 
people. 

Now, you are saying, oh, the regulations were different. Let me 
tell you something. We were changing the rules and regulations 
every single day. We were taking action, the Fed, under 13.3 under 
extraordinary circumstances. You had every opportunity, every op- 
portunity to weigh in on behalf of the American people and make 
these people take a new deal, make them take a haircut. You 
scalped the folks on Bear Stearns; 2 cents on a dollar they got; 2 
cents on a dollar. The folks at Goldman Sachs got 100 cents on a 
dollar. And that is just unacceptable. Totally unacceptable. You 
had the opportunity and I just think it was a terrible decision on 
your part, and also on Mr. Paulson’s part; and he is up later and 
we will talk to him. 

Secretary Geithner. Congressman 

Mr. Lynch. How do you expect to — look — and the thing about 
changing over to the Obama administration, you get the same peo- 
ple who are relying on you, the American taxpayer when you are 
in one job and the American taxpayer is relying on you in the other 
job. I don’t see a conflict. I really don’t. You could have done the 
right thing by those people, by the American taxpayer, because 
their money was being put into this deal. 

Secretary Geithner. Congressman 

Mr. Lynch. And it just stinks to the high heaven what happened 
here 

Secretary Geithner. Congressman 

Mr. Lynch — and I don’t like the obfuscation. And to top it all 
off, the disclosure was not there. The disclosure was not there at 
the proper time to tell the American people and tell this Congress 
what was going on, and that is just inexcusable and it makes me 
doubt, it makes me doubt your commitment to the American peo- 
ple, it makes me doubt Mr. Paulson’s commitment to the American 
people, and I think the commitment to Goldman Sachs trumped 
the responsibility that our officials had to the American people. 

Secretary Geithner. Congressman, I respect your opinion. I 
know you hold those opinions strongly, but I completely disagree. 
The American taxpayer would not have been better off if the Gov- 
ernment had made it possible for equity holders in Bear Stearns 
to get more money. The American taxpayer would not have been 
better off if we had let AIG default. None of us did anything out 
of any concern for 

Mr. Lynch. There is a difference between giving them 100 cents 
on a dollar and letting them default. This was a new game. You 
were creating new facilities every week to help folks. 
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Secretary Geithner. We were. We were because 

Mr. Lynch. We were letting people go to the discount window 
that never had an opportunity to do that. We were changing the 
rules day by day and we had the banks at a position where we 
could have exercised a lot of leverage, and you chose not to do it. 

Secretary Geithner. I disagree. 

Mr. Lynch. You chose not to do it. 

Secretary Geithner. I disagree with you 

Mr. Lynch. And that doesn’t mean we have to pay them 100 
cents on the dollar or we let them fail. There are increments here 
and we never used that leverage. 

Secretary Geithner. Not in this case. 

Mr. Lynch. In this case exactly. 

Secretary Geithner. No, not in this case. 

Mr. Lynch. Under 13.3 we could have taken different steps than 
we took here. 

Secretary Geithner. Thirteen three had nothing to do with this 
in this particular case. What 13.3 was — and this is important for 
people to understand — 13.3 was authority given to the Federal Re- 
serve to protect the financial system from broad-based runs. It gave 
us the authority only to lend against collateral to make sure that 
firms that were solvent could fund. We did that because of the cat- 
astrophic damage caused by decades of previous financial crises. 
We used that authority because we thought there was no other 
choice and we used that authority appropriately. 

Mr. Lynch. Look, let me just say 

Chairman Towns [presiding]. The gentleman’s 

Mr. Lynch. Reclaiming my time. 

When Hank Paulson pulled nine banks into a room and said 
you’re taking bailout money, that was extraordinary action, OK? 

Chairman TOWNS. The gentleman’s time has expired. I must 
move on. 

Mr. Lynch. He could have done the same thing negotiating a 
better rate on behalf of the American taxpayer. 

I yield back. 

Secretary Geithner. If it would have been possible, we would 
have done it. Why would I want to be sitting here before you today 
having to defend actions that look like they could have been avoid- 
ed? There is nobody who was part of that decision that would not 
have done that if it would have been possible. I try to be as careful 
as I can in explaining the reasons why it was not possible, but it 
comes down to this basic tragic choice: If you are prepared to de- 
fault, you can impose haircuts; if you can’t accept the consequences 
of default, you do not have any leverage. It would have been vastly 
more expensive to the American taxpayer. It would have been 
much more damaging to people you and I care about, people you 
and I wake up every day worrying about, if we had let that firm 
fail. There was no choice between default and the restructuring of 
those contracts, and they left the taxpayer better off 

Mr. Lynch. There was no shared sacrifice, no shared sacrifice for 
Goldman Sachs and the American people. 

Chairman TOWNS. Would the gentleman from Massachusetts 
yield? The gentleman’s time has expired and I now call on Mr. 
Turner from Ohio. 
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Mr. Turner. Thank you, Mr. Chairman. 

Mr. Geithner, in answer to one of my colleagues, you previously 
stated that you had never been a politician. I want to assure you, 
from your answers today, that you are absolutely a politician. And 
let me tell you one of the examples 

Secretary Geithner. Do you mean that as a compliment or not? 
I can’t tell. 

Mr. Turner. Let me tell you one of the answers that troubled me 
about the issue in your written testimony of the team concluded 
AIG’s failure would be catastrophic. You go on to talk about the in- 
surance arms of AIG. Now, this is not the first hearing that this 
committee has had or other committees, and you know that we are 
aware of the independence of the insurance arms of AIG. We have 
Maurice Greenberg, a former chairman and CEO of AIG, said, “to 
the best of my knowledge, the problems that came to a head this 
year did not originate in AIG’s insurance businesses, which remain 
fundamentally strong.” 

We had the head of the New York State Insurance Department, 
Superintendent Eric Dinallo, came in and said this, “before I go 
further, I would like to make one critical point. It is important for 
everyone, and especially policy holders in AIG insurance compa- 
nies, to understand that the insurance companies, which are regu- 
lated by New York and other States, are solvent and have 9ie 
funds to pay any policy holders’ claims; they had independent re- 
serves.” 

You did not bail out the insurance companies of AIG, correct? 
They didn’t need it. You bailed out the parent, right? 

Secretary Geithner. Yes. But if the parent had defaulted 

Mr. Turner. So when we go through your answer of if AIG had 
failed, the catastrophic effect of all of the insurance companies that 
were under AIG, they weren’t bailed out by you. 

Secretary Geithner. No, that’s not true. But maybe this is help- 
ful to go back a little bit. When AIG came to us that weekend — 
remember, the Fed is not their regulator; the Fed had no respon- 
sibility or authority over how they ran their business, that was the 
province of other regulators. It was inconceivable to me that this 
was a problem we were going to have to try to solve, and we got 
all the people we could, including the New York State insurance 
commissioner and his staff, other people to look at and explain to 
us 

Mr. Turner. Let’s pause a second. Did you bail out the life insur- 
ance arms of AIG? 

Secretary Geithner. Those insurance companies 

Mr. Turner. Did you bail out the life insurance arms of AIG? 

Secretary Geithner. Well, again, I wouldn’t use that term. The 
actions we took helped prevent 

Mr. Turner. Did you bail out the health insurance arms of AIG? 

Secretary Geithner. Again, the actions we took to prevent de- 
fault of the firm protected those companies from the risk of failure. 

Mr. Turner. Mr. Geithner, the testimony we have received pre- 
viously, from those who were looking at those arms, was that they 
were substantially sound, so the catastrophic effects that you list 
certainly are something that we would all have been concerned 
about, but nonetheless 
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Secretary Geithner. I disagree completely. People can look at 
this and they can come to different judgments, but the people who 
were responsible for looking at those insurance companies frankly 
had no idea of the risk — and you could not separate those compa- 
nies from the companies that had taken terrible risk. The tragic 
thing in the structure of the company was they were so closely 
linked they couldn’t separate them. 

Why would we have not, if it had been possible to separate the 
place that was taking the firm down, to separate that cleanly, sepa- 
rate them from this? We would have done that in a second. And, 
in fact, much of what the management of the firm is trying to do 
today, still, 15 months later, is designed to achieve that objective. 
But they were tightly connected; they could not have been sepa- 
rated. And the insurance supervisors who were responsible for the 
individual firms did not know the extent to which the financial 
basis of the insurance companies was so connected to the holding 
company and the AIFP that had taken all those risks. 

Mr. Turner. Mr. Secretary, as you were going through the bail- 
outs and as we look to the counterparties and the funds that were 
received, one of the biggest concerns that I have had through all 
of this process is that I believe that when it all becomes public — 
and it hasn’t all become public yet because we don’t have every- 
thing from you — that this may turn out to be the largest theft in 
history, that there were parties that were participating, through 
mortgage-backed securities and through other credit default swaps, 
into defrauding Mr. and Mrs. American Citizen on Main Street who 
was receiving a loan on their home that was negative in loan-to- 
value ratio and also had a greater risk than was being reported as 
the mortgage-backed securities and credit default swaps were 
passed up the chain. 

Do you have any information of AIG knowing that the loan-to- 
value ratios were inflated and that the risks were being under- 
stated? Because I truly believe that throughout this system that 
brought down the systematic mortgage crisis system process, that 
there was a significant amount of defrauding going on and that 
people need to be held accountable, and I don’t think in your sys- 
tem, where you are bailing out, you are taking into consideration 
those that were bad actors. 

Secretary Geithner. I completely agree that this country al- 
lowed, under the laws of the land, a terrible erosion in underwrit- 
ing standards, a terrible amount of predation and abusive practices 
in mortgage lending and consumer finance. We should never have 
let that happen. And I hope you will join with us in trying to pass 
reforms to prevent that from happening again. 

Mr. Turner. But in your bailout 

Chairman TOWNS. The gentleman’s time has expired. Hold it a 
second. 

Let me just say something to all the Members. You know, right 
now we have like 30-some Members who still have not had an op- 
portunity to question, so we are going to have to stick to the time. 
So I want you to respect that. I mean, I noticed a couple of situa- 
tions where you are going over, but I am saying to you that when 
the red light comes on, that is it. 
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We are now moving to Mr. Quigley of Ohio. Illinois, I am sorry. 
Mr. Quigley of Illinois. Is he here? 

Ms. Kaptur of Ohio. 

Ms. Kaptur. Thank you, Mr. Chairman. 

Mr. Secretary, welcome. Can you provide for the record a copy 
of the recusal agreement that you signed when you were at the 
New York Fed? 

Secretary Geithner. I did not sign a recusal agreement; I with- 
drew from day-to-day management, operations, and policies of the 
New York Fed, and my colleagues, both in Washington and in New 
York, can attest to that. 

Ms. Kaptur. So there was no formal agreement? 

Secretary Geithner. No. As I said in my testimony, what I did 
is I withdrew from — and this was very important to do. Again, no 
precedent for this, a sitting president of the New York Fed being 
nominated to be Secretary of the Treasury. And I withdrew from, 
after carefully consulting with my colleagues, from involvement in 
monetary policy decisions. I did not go to the FOMC meeting in De- 
cember, and I withdrew from all decisions about the individual 
cases involving the financial system and from day-to-day manage- 
ment; and that was the right thing to do at that time. 

Ms. Kaptur. Thank you. Thank you for clarifying that. 

No. 2, a lot of people think that the president of the New York 
Fed works for the U.S. Government, but, in fact, you work for the 
private banks that elected you. 

Secretary Geithner. No, that is not true. 

Ms. Kaptur. Can you provide for the record the names of the 
handful of bankers on the board of the New York Fed that elected 
you in 2003? 

Secretary Geithner. That is a matter of public record and of 
course 

Ms. Kaptur. It was 2003? 

Secretary Geithner. Of course we can do that. 

Ms. Kaptur. Thank you very much. 

Secretary Geithner. But, Congresswoman, can I just say what 
you said was not true. I work in the public interest. Officials of the 
Federal Reserve work for the public interest and they work for the 
government. 

Ms. Kaptur. But the people don’t elect you. The heads of the 
Feds around the country don’t elect you; it is the individuals who 
sit on the board of the New York Fed that elect you. Is that cor- 
rect? 

Secretary Geithner. It is slightly more complicated than that. 
What the Congress did in setting up the Fed is set up a system 
where the presidents of the regional reserve banks are elected by 
their board, but it requires the approval of the chairman of the 
board of Governors in Washington for them to serve. So it is a deli- 
cate balance of checks and balances and Congress designed that 
system. 

Ms. Kaptur. But it is largely private banks that elected you, and 
I would like you to provide that for the record, please. 

Secretary Geithner. Oh, absolutely. It is a matter of public 
record. 
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Ms. Kaptur. The Cleveland Fed is not equal to the New York 
Fed, so I am very interested in your answer to the record. 

No. 3, Goldman Sachs was the largest domestic recipient of funds 
in this AIG counterparty arrangement. Let me ask you, now as 
Treasury Secretary, your chief of staff is the gatekeeper for access 
to you. Could you please provide his name? 

Secretary Geithner. His name is Mark Patterson. 

Ms. Kaptur. Thank you. And for whom did he work before you 
selected him as your chief of staff? 

Secretary Geithner. He worked for the President’s transition 
team. 

Ms. Kaptur. No, before that. Which Wall Street firm did he work 
for? 

Secretary Geithner. And before that — again, this is a matter of 
public record and you know the answer to this question — he 
worked for Goldman Sachs. 

Ms. Kaptur. Thank you very much. 

Secretary Geithner. But 

Ms. Kaptur. You answered my question, Mr. Secretary. 

Secretary Geithner. No, Congresswoman 

Ms. Kaptur. Now, let me say this. The AIG transaction 

Secretary Geithner. What you are doing is 

Ms. Kaptur. You have answered the question. You have an- 
swered the question. Thank you. The AIG transaction was disturb- 
ing to many observers. Why did our Government not require the 
bank creditors to take the lead and bear some of the costs in any 
plan to stabilize AIG? You, in effect, nationalized the company and 
let the bank creditors off the hook. Why did you, as president of 
the New York Fed, not work out an arrangement to remove the 
London unit from the company rather than allowing the unit to in- 
fect the entire company? 

Secretary Geithner. If we had had the types of bankruptcy pro- 
cedures we have for banks, it is possible that ultimately we could 
have done that. And if it would have been easy and cheaper for the 
taxpayer for us to separate the riskiest parts of the firm from the 
healthy, profitable insurance companies, we would do that; and, in 
fact, that is the core of the restructuring strategy the company is 
now undertaking. But that choice was not available to us at the 
time. If it had b^een possible, of course we would have done that. 
But because we did not have the tools that we have under bank- 
ruptcy, we did not have that choice. 

Ms. Kaptur. Thank you, Mr. Secretary. Your phone logs from 
the subpoenaed material this committee requested, which I would 
like to insert in the record, show between September 14th 

Chairman Towns. Without objection, so ordered. 

[The information referred to follows:] 
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Ms. Kaptur [continuing]. November 26th — thank you, Mr. Chair- 
man — the critical period when the bailout occurred, and just after 
September 15th, when the three major rating agencies downgraded 
AIG’s credit rating, you made hundreds of calls, and the most, over 
225, to Secretary Paulson, who was then Secretary of the Treasury. 
What firm did he work for prior to his appointment as Secretary 
of Treasury? 

Secretary Geithner. He worked for Goldman Sachs. 

Ms. Kaptur. He worked for Goldman Sachs. Now, Goldman 
Sachs, as I understand it, got the most in counterparty payments 
of any domestic institution, is that true, $14 billion? 

Secretary Geithner. I actually don’t know if that is true, but 
that is a matter of public record. 

Ms. Kaptur. Societe Generale got the most from an international 
firm, but Goldman Sachs was No. 1. Now, you made about 100 
calls to Fed Chair Ben Bernanke, but then the next highest num- 
ber of calls in that period, you made 103 

Chairman TOWNS. The gentlewoman’s time has expired. 

Ms. Kaptur — to a man named Dan Jester. 

Chairman Towns. Will the lady summarize? 

Ms. Kaptur. Mr. Chairman, may I just ask what firm did he 
work for? 

Secretary Geithner. As you know, he worked for Goldman 
Sachs. 

Ms. Kaptur. Thank you. And I will have additional questions 
with regard to who you phoned and we will place that in the 
record. Thank you. 

[The information referred to follows:] 
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Memo to File 

Date 

To: 

From' 

Sub: 


October 2. 2008 

Tom Baxter, Exej^iive Vice President and General Counsel 
Sarah DahJgren, Senior Vice President 
Request to engage BlackRock Solutions 


In connection with the formation of Maiden Lane II and Maiden Lane IIL (collectively, 
the "Lnt}tie.s■’)^ the Federal Reserve Bank of New York (the “FRB-NY”) requests the 
auihoiiitation to engage BlackRock Solutions (“BlackRock”) to perform the following 
contemplated services: 

1 Perform a fair value assessment and risk analysis on the .4iG FP portfolio of CDS 
on CDO’s transactions to be placed in Maiden Lane III. 

2 Perform a fair value assessment and risk analysis on the portfolio of investments 
purcliased in connection with the Securities Lending Program to be placed in 
Maiden Lane IH. 

3. Assist with the formation and structuring of the Entities. 

4 Potentially become the asset manager of the Entitics. 

BlackRock is intimate with the details of the CDS on CDO’s within .AIG FP as a result of 
it being recently engaged by AIG to provide cash (low projections on a significant 
portion of the portfolio. 

Additionally, BlackRock’s Financial Markets Advisory Group is a world class leader in 
this field and has managed or advised on distressed strurtured finance portfolios totaling 
over $250 billion since mid-2007. BlackRock also worked wdth the FRB-NY on the $30 
billion facility related to the JP Morgan/Bear Stearns merger, and currently works with 
many investment banks, insurers and global commercial banks. 

BlackRock has been in discussions with AIG, Inc to be engaged to perform services 
similar to those described above in items and #2 above on Aid's behalf To the best of 
our knowledge, BlackRock has not been engaged by AIG Inc. as of the preparation of 
this memorandum, 

As a result of the word class organization, industry experience and familiarity with the 
portfolios contemplated for inclusion within the Entities, along with the need for the 
timely and efficient engagement of a service provider, our recommendation would be to 
engage BlackRock to perform the contemplated services 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, O.C. 

SECRETARY Or THE TREASURV 


October 8, 2008 


Timothy F. Geithner 
President 

Federal Reserve Bank of New York 

33 Liberty Street 

New York, New York 10045 


DeaiMr^^ 


ithner: 


During this period of financial turmoil, we have worked together to enhance the stability, 
liquidity and orderliness of our financial markets. Over the past several months, it became clear 
that the situation at AIG presented a substantial and systemic threat to those financial markets. 


I believe the Federal Reserve Bank of New York’s provision of a special liquidity facility to AIG 
in order to allow the company to meet its obligations was necessary to prevent the substantial 
disruption to financial markets and the economy that could well have occurred from a disorderly 
wind-down of AIG. On behalf of the Department of the Treasury, I fully support the FRBNY’s 
action and acknowledge that, if any loss arises out of this facility, the loss will be treated by the 
FRBNY as an expense that may reduce the net earnings transferred by the FRBNY to the 
Treasury general fund. 

1 look forward to working with the Federal Reserve to put in place a comprehensive framework 
for addressing systemic risk in the financial system. An important part of this will entail a 
framework for dealing with the threats to the stability of the financial system posed by the 
precipitous failure of large complex financial institutions. 



Henry M. Paulson, Jr. 



Ill 


iilegMcConn^'Ny/FRS 
10/22/2008 H:05 PM 


To 

Tinod^ 0^dtn«MY/FRs®^ 

MHiael S»ram/l^seFRS 

bcc 

Subj«st 

Cal! tonight Qam^ staff 


I sat In ort the AIG can vrfth BoanI staiT at 7:30 (oil^ai^ scneduleo rv 7 but moved to 730 so thal uester could si»n<I a half an Hour leling Sarah that inors will ce 
no capital and thrt we nsed to nuihe *s«nethin8 else* worlO. 

Before and aftef Utat call, (he team expiated to me a bit more aboiA ML 2 end S. and 3 in partlouiar. Some things htat I noted: 

1, The new ML 3-In vdtlc^ they tcarup the COS andperehaeetheundartying COOs-seems pretty good from a Hnanclal stability pers|»cllve Qf It can be done), 
better then the original one they'd proposed bo It seems to remove conskterebiy mors uncertainty for the firms and srguat^y for the system. Swne outstanding 
i»ues around this are: 

• The discrapancy bw what oix advisors are saying these CDC/s«re worth end yrtwe tie lirms have them mertied. 

■ The degree to wtiidiwe'dwantto push tha firms that would sel loihe ^uclurttopjtupamezz irariche that would eKtH.' (or txjth?) cushion oureigxsure 
Of reduce the size of tha equity required from AIG In the stixicture. 

'Tovdiatext/mi doAIG'sCDS cminterpartles actually hold the underlying COO'sonfheirfaooKs? My Impression is dial fore bunch of the European banl» the 
enswer might be yea. but for others its not dear, and may lean a Dfiia more toward no. f think dils could matter for actuaiiy being able to get this done, but I'm not 
sure. 


i 


OvmH, what seemed to be misang In tha way Board staff talked with our team about these Issues was on appreciation of the fact that without maUng soma 
comt^nation of all oral least mo^ or these things happen within a ve^ short period of time, the firm will be downgraded and we'll be forced to do way more on all 
those fronts. And that maybe even If we did way mcra on all these ^nts, a down^ade wc/id lead to a deUu^l and we'd undo all that's been done from a financitd 
stat^Rty perspectlva over the Iasi two weeks, and we'd lose die pubic's Inist at a realy bad time to lose It. I hope they see the potential for that ecenarto to be Just 
as ’provdcailve'' to Congress as one in which we taka the rate down from this crazily high one that was forced on us (mearting FRBf^ by peopia that have since 
punted on ail the ha.’Xl things that came about as a result of the decision to lend that all of us knowir^ly made together that weekend. 

Again, my sense Is that Board staff is listoning to our guys and Is general)/ supporttve of iheT effort, but isey see.m to be Dperellrg under ths assumption that we 
havawaymorewiggioroomonthfs than I understand us to have. Anyway, ithtnkyouknowaH this. t>uli wanted to pass along my Impresstors In advance of die 
calls lomarrow, 


2. Leaving a^e Treasury's unfortunate (unteratie?) stance on this. Board staff stll doesnfi seem tobe aUack'hgUilsin 8''hera'svdialwe need todoand why'' 
kind of way. I know thay'va been much more supportive veiy raceni^, but given what's at stake end the speed wilh which n bunch of cacislons need tc be made 
to avoid a bad rating ouiccne. they saem not quite as foased on helping us sort out the thcmy Uis as they could be. Some of the things that i noted on this from 
Ihe ca!!.' 

■ On ML2 end MLS, the staff noted that the lawyers ware sMI net quite "there* on 2. let alone on 3. Not clear what they ere wafting for on these things, but It seems 
Ike they should say yes 0.' no fast because we're running out of time to devise new slructuras 

• Oettliig Uie (HiU balance of extending the iorm and lowering the rate on the (adSly. Here there was a view Uiat loweikig the fate would be loo *provocaSve". so 
Qxiendlr^ tern) would be beUer, The point was made >nal we need both, but 1 wasnl dear whether they fufiy approsialpd this. 

- Naiiher T reasury nor us can prcvtda guarantees Treasury be of scoring and us for lha usual reasons. So ths presumption was |.lal keepwells are off the labie 

■ Neither Tressury iwr us can put capRal In. I guess Tom is calSng Scott to talk through tha subordination Issue, though Sarah stressed that leverage ratio 
con^alnts ineant that some toim of eqtlly and not dabi was required. 
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Sarah Dahigren/NY/ntS 

To 


I0f02/200e 12:00 PM 

bee 

(ian.|BSldr@dQ.b«M.gav. Timofhy GelbnarrNY/FRS@f RS. 
MIchsti SHvAtrm^RSQFRS, Thomas 
8j>de.-P4y/FRS^RS 


Siibjoel 

fallow i4> can homS&P 


Spoke to Grace Osborne and Jay True ^e runs tbs global Rnanarci^ Irtstitutlons ratings f«' lha compBry)....they bad two cladlying questions; 

1. Over the CDursa of ihe next two weeks, was I/my team ^akmg wllh Uie ‘authotizallofi*' of the appropriate persons In Treasury and FRBNY lo describe wbal 
we are f^annlng and will be putting in place with AIG7 

f explained that we had a rtgorous process (hat invrrfv&a meny (eye's of velUng and s^n-aff across the aaencles and that we woi^d be moving forward ort sr^uticns 
octly wMi the Intent to execute Ihe solutions that were legal ai^ feasB>ia fwHnln whatever lln^iattons we have). They seemed satisfied to Know thrK we we.^rtl 
fioing lobe pressotir^ them with solutions that weren't eciually going to get signed off on by the appropriate authorities. 

2. They wanted dsfitlcation about the subordination of the AtGaeniOT deal holders. Th^ view is that the AfGFP obligors are senior to AIG's senior deU holders: 

Ureir cor-cern ~ and what they have to ex;Hoin to the market - is g<at the senior debt holders of AIG are DEEPLY SENIOR to AIS FP and to the Fed here's the 

response that ! sent back to SAP provided by our legal counsel) to clarify (or SAP; 

"ill terms of llicirclanisoii AlG Inc., ihc FPcrmiilcrprriicsiHcpaii passu wUh AtG Inc. sctiiorisiscctiiod debt. Br>lli nicjiii''ar to Ihcircd cinimto llw c.vtmu of r lie AIG Ikc 
csliriienn picd^^cil lo Itir Fed (principrlly siord: ofrirsi-tter sttodiories). 

TbcrPcoiinicqHilics ofeourse have a claim ai lltcFPicwt that ncilLciAIC senior debt nor die Fed Iws. nudhniv uliatei crcolintcm! FT Ins netted. 

Tlic Fed or course Ins CQlbicriil nndyr.nnmKcs at various AiC subsidiaries that neithet tltc AlC scruordcli mr llu FP ooutilcrpritiics limu* 


The discussion ended on a "positive* rote .bw nts promises 


Sa'ah Dahlgren 
SerdorVtca President 
Fedora! Reserve 8abk ol New York 
212*720.7537 (work) 

917-770.8147 (blackberry) 
914-738-941 Ogioma) 
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Chairman Towns. Thank you very much. 

Secretary Geithner. Mr. Chairman, could I just say one thing in 
response to this? I just want to say — it is very important. 

Congresswoman, you were suggesting that the people who were 
involved in this were not acting in the public interest, and you 
were suggesting that they were working for the private interest, 
not the public interest, and that is not true. I would never, and I 
believe none of those individuals would ever be part of any decision 
like that. And I think these people were people of enormous integ- 
rity and experience operating under exceptional circumstances, 
with no precedent, doing the best they could for what was in the 
public interest. 

Ms. Kaptur. Well 

Secretary Geithner. And it is important to say for the 
record 

Chairman Towns. I must move. I must move. I must move. 

The gentleman from Georgia, Congressman Westmoreland. 

Mr. Westmoreland. Thank you, Mr. Chairman. 

Secretary Geithner, when did AIG — if you could just give us a 
date — when did AIG call and say we need some money? 

Secretary Geithner. Well, they came to Treasury and the Fed 
formally, I think, on that Friday, which was 

Mr. Westmoreland. Friday the 

Secretary Geithner. I think it was the — well, the calendar will 
show. It was the Friday in September, the 11th or the 12th, I 
think. 

Mr. Westmoreland. OK. So it was a Friday in September? And 
at the time there were advisors of AIG that were also advising the 
New York Fed. Were you aware of any conflicts among these advi- 
sors or were there any discussions about what kind of conflict this 
might bring about? 

Secretary Geithner. Well, when AIG came to us and started to 
try to walk us through their financial condition, they had advisors 
with them and they were also in discussion with other advisors 
that were not with us in the room at that time. 

Mr. Westmoreland. When did that dollar amount become — after 
the discussions, at what point in time was a dollar amount derived 
at? 

Secretary Geithner. You mean the initial terms of the initial 
loan? 

Mr. Westmoreland. Yes, the initial 

Secretary Geithner. I think we reached that decision probably 
just on the eve of the formal agreement. 

Mr. Westmoreland. OK. 

Secretary Geithner. I mean, again, we were trying to do 

Mr. Westmoreland. And what would that date have been, do 
you remember that date? 

Secretary Geithner. Well, it would have been — you know, the 
16th was when we concluded this transaction, so it would have 
been just before that. 

Mr. Westmoreland. Let me ask. On the counterparties, when 
was that meeting with the counterparties to discuss what the pay- 
ment might be to them, do you remember those dates? 
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Secretary Geithner. I do not believe there was a meeting with 
counterparties. What I asked my colleagues to do, after looking at 
a range of options, is to approach the counterparties individually 
and try to negotiate concessions. 

Mr. Westmoreland. So there was no actual meeting where all 
the counterparties were in a room and 

Secretary Geithner. I don’t think — I would have to check the 
record. I would be happy to check the record and get back to you, 
but I do not believe that my colleagues at the New York Fed 
brought them in a room together. 

Mr. Westmoreland. So when you say your colleagues, these are 
people that actually worked for you, they were under your direc- 
tion? 

Secretary Geithner. Absolutely. And they acted at my direction. 

Mr. Westmoreland. Yes, sir. So you were aware of the 100 per- 
cent payment to the counterparties. 

Secretary Geithner. As I have said many times, we decided, and 
I fully supported, the decision to 

Mr. Westmoreland. I understand. That is a yes, that you 

Secretary Geithner. That is a yes. I am sorry. 

Mr. Westmoreland. OK. Now, in each one of these meetings 
with the counterparties to negotiate, we weren’t able to negotiate 
any of them down? 

Secretary Geithner. Yes. I mean, I think it is the hardest 
thing 

Mr. Westmoreland. I mean, there were separate meetings, I 
guess? I mean, did you question the negotiating skills of some of 
these people that 

Secretary Geithner. No. These were — again, these were very tal- 
ented people with a lot of experience who knew how to do this; 
many had done this for a living. But, again, unless you can threat- 
en default or threaten to pay below par — you understand this — you 
don’t have any leverage in the transaction. And, in fact, if we had 
negotiated with the threat of default like that, our concern was 
that would risk a downgrade and would have brought about the 
collapse of 

Mr. Westmoreland. Do you know if AIG had approached any of 
these people about any type of negotiations about what a sum may 
have been? Because once the Government gets behind it, like you 
said, it takes way your negotiating skill. 

Secretary Geithner. You are exactly right. You are exactly right. 
And I am not sure, but I think, if I am not mistaken, AIG had 
probably tried to do that before, before the Government came in, 
but I can’t speak to that today. 

Mr. Westmoreland. But these people with these credit default 
swaps, they were all bright people, they knew the high risk of what 
they were getting involved with, did they not? 

Secretary Geithner. Well, you know, the tragic lesson of this cri- 
sis is lots of bright people with lots of experience who should have 
known better made bets on the future of the country that assumed 
house prices would never fall, and the judgments AIG made were 
very similar to the mistakes the rating agencies made. 
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Mr. Westmoreland. But these people were making a lot of 
money off of this. I mean, this was a high risk, high reward busi- 
ness, right? 

Secretary Geithner. Oh, you mean the people at AIG? Oh, yes, 
absolutely. 

Mr. Westmoreland. It is obvious that the AIG deal is a bad deal 
for the taxpayers. Is this deal being renegotiated and is anybody 
at the Treasury working with AIG to try to renegotiate this deal? 

Secretary Geithner. Congressman, it is a better deal for the tax- 
payer than the alternatives, and is proving, in many ways, far bet- 
ter than many of us thought, although, as I said, the U.S. Govern- 
ment is still exposed to substantial risk of loss. But we have a new 
board in place 

Mr. Westmoreland. Just answer, because I have one more ques- 
tion. 

Chairman TOWNS. No, the gentleman’s time has expired and, of 
course, the gentleman from Maryland is recognized for 5 minutes. 

Mr. Van Hollen. Thank you, Mr. Chairman. 

Thank you, Mr. Secretary, for your testimony. 

As you indicated, the previous administration came to Congress 
and to the country and said we faced an extraordinary cir- 
cumstance, that failure to act to help rescue the financial industry 
would hurt people on Main Street, innocent bystanders in this 
process, and you took the action that you did and you have prop- 
erly said that we need to learn the lessons from what happened, 
and the administration and the Congress are working to do just 
that. 

Here in the House, we already passed a Wall Street accountabil- 
ity bill to try to do two things: No. 1, provide the Fed and others 
with tools to make sure we don’t have a situation where a firm be- 
comes too big to fail in a manner that it hurts innocent people; sec- 
ond, to make sure that there is a failsafe, if somehow that happens, 
there is a pool of money raised from the banks, not from the tax- 
payers, to pay for the rescue; and. No. 3 — and the President has 
proposed this — a fee on the biggest financial institutions, $50 bil- 
lion plus in assets to recover every penny of TARP money. And I 
think it is important to understand, that everyone understands 
that includes every penny extended to AIG and every penny ex- 
tended to the counterparties. 

Now, in the House we passed a bill and we had an amendment 
to that bill offered by Congressman Gary Peters of Michigan. I 
have it right here. And it says that fee will remain on the biggest 
banks not just to capitalize a fund to be used in the event of future 
problems that they have to pay for their own, but it says you keep 
that fee on until you recover every penny. And I must say I was 
surprised — I wish all our colleagues on the other side of the aisle 
were here — I was surprised that this very simple idea was rejected 
unanimously by the other side in a vote we had on this. And that 
vote would have ensured — it passed, but that was a vote to make 
sure that we get back every penny that the taxpayer gave to AIG, 
every penny that the taxpayer gave to the counterparties. 

So if you could just speak to the importance of making sure. No. 
1, we take measures to prevent this from happening in the future, 
but, just as importantly, making sure we let everybody on Main 
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Street know that their money that they helped send to rescue the 
package will be recovered if we adopt the proposal in the House 
and the President’s proposal. 

Secretary Geithner. If Congress joins the President in adopting 
this proposed financial fee, then the American taxpayer will not be 
exposed to a penny of loss for everything the Government had to 
do to fix this mess in AIG or everywhere else. That is not enough, 
though. We believe it is very important to make sure we work with 
Congress to put in place constraints that will prevent this from 
happening again. It was a tragic failure of the country not to act 
sooner to limit risk-taking by some of the largest institutions in the 
world that were operating with not enough capital and no over- 
sight, and we have to make it clear in the future that we are going 
to be able to let firms fail without costing the taxpayers money and 
without costing collateral damage. 

Now, Mr. Van Hollen, I just want to say one thing. The cost to 
the American people cannot be captured in the simple financial 
costs of the TARP. We will protect them from those costs if Con- 
gress passes this fee, but the costs of the crisis are much more 
damaging. It caused much more damage. It can never be captured 
by the accounting costs of the losses under TARP. But we have a 
great responsibility and obligation to reform the system so that 
they are not in that position again, and the least we can do to 
make sure that taxpayers aren’t bearing the direct costs that we 
took in AIG, forced to take in AIG and elsewhere. 

Mr. Van Hollen. Obviously, the cost of some of these bad deci- 
sions obviously went beyond [remarks off microphone] that if we 
adopt the amendment the House has taken as a matter of final 
law, or the President’s proposal, which is very similar, the moneys 
that have been the subject of the conversation today that the tax- 
payers attended to AIG and that went to the counterparties, will 
be fully recouped and returned to the Fed Treasury on behalf of the 
taxpayers. 

Secretary Geithner. That is exactly right. It is better than that, 
though. Congressman, because the specific transaction that is the 
subject of so much attention, appropriately, in this hearing, them- 
selves are likely to earn the taxpayer a modest profit. The Govern- 
ment is still exposed to some risk of loss on the rest of its invest- 
ments, but if we adopt this fee the taxpayers will not bear a penny 
of that cost. 

Mr. Van Hollen. Thank you, Mr. Secretary. 

Mr. Welch [presiding]. The Chair recognizes Mr. McHenry. 

Mr. McHenry. Just to be clear, there is $68 billion worth of loss, 
$30.4 billion associated with this AIG deal we are talking about 
now, so there is significant loss to the taxpayers already through 
TARP. So this new tax is simply about making up for that revenue. 

Mr. Secretary, do you support H.R. 4173, the Wall Street Reform 
and Consumer Protection Act? 

Secretary Geithner. Congressman, I am not sure of the precise 
legislative amendment you are citing. Can you describe the bill? 

Mr. McHenry. No, it is not an amendment, it is a bill sponsored 
by Barney Frank of Massachusetts. 

Secretary Geithner. Is this the comprehensive financial reform 
law that passed the House in December? 
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Mr. McHenry. Yes. 

Secretary Geithner. Yes, I support that. 

Mr. McHenry. You support that. And do you support the Volcker 
rule? 

Secretary Geithner. Absolutely. What the President proposed is 
that working with the bill that passed the House, which included 
a provision that I think Mr. Kanjorski authored, to give the Gov- 
ernment the ability to limit risk-taking by banks, that we make 
sure those translate into limits that will actually prevent risk-tak- 
ing in the future. 

Mr. McHenry. So it is consistent with H.R. 4173? 

Secretary Geithner. Absolutely. That bill — and this is very im- 
portant for people to understand. That bill included a provision 

Mr. McHenry. I understand; I am on the committee. 

Secretary Geithner. Yes — included a provision that would give 
the Government the ability to limit risk-taking in a way to help 
prevent future crises. 

Mr. McHenry. Wasn’t it your legislative staff that really worked 
to change the Kanjorski amendment? 

Secretary Geithner. Well, again, we worked closely with mem- 
bers of that committee on a whole range of those provisions to 
make sure that they met the intent 

Mr. McHenry. No, you are not answering my question. 

Secretary Geithner. Oh, on that amendment? Absolutely we 
worked with them on that amendment. 

Mr. McHenry. You worked with them on that amendment 

Secretary Geithner. But on alternate 

Mr. McHenry [continuing]. To limit it in terms of its reach? 

Secretary Geithner. No. We worked on it to limit it to make 
sure that it was going to work. 

Mr. McHenry. OK, let’s not — OK. So, in essence, the Volcker 
rule is something you support? 

Secretary Geithner. Yes. 

Mr. McHenry. OK. You testified last month before the Joint 
Economic Committee, “I would not support reinstating Glass- 
Steagall, and I don’t actually believe that the end of Glass-Steagall 
played a significant role in the cause of this crisis.” Do you still 
stand by that statement? 

Secretary Geithner. Absolutely. 

Mr. McHenry. How do you reconcile that belief with this rule 
that, in essence, limits or forces banks to divest in hedge funds and 
private equity and all these other additional elements that is in es- 
sence Glass-Steagall? 

Secretary Geithner. Well, what Glass-Steagall did was to allow 
banks to underwrite equities and to engage in a whole range of 
other types of financial activities, insurance as well 

Mr. McHenry. It limited that ability, to be clear. 

Secretary Geithner. And we support, as I think the bill that you 
cited did support, it did actually provide authority to limit a set of 
activities so that the access to the safety net is not subsidizing ex- 
cessive risk-taking. It is a simple principle. Does it dial back some 
of the Graham-Leach power reforms? It does do that. 

Mr. McHenry. OK. So 
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Secretary Geithner. But it is not what people typically referred 
to as Glass-Steagall. 

Mr. McHenry. OK, so it also says that if you engage in a certain 
type of — if you have a certain form, meaning a bank holding com- 
pany, you have to adhere to certain rules, correct? 

Secretary Geithner. That is right. 

Mr. McHenry. OK. You also testified before the Financial Serv- 
ices Committee, of which I sit, last year that “Financial products 
and institutions should be regulated by the economic function they 
provide and the risks they present, not the legal form they take.” 

Secretary Geithner. That is right, I agree with that. 

Mr. McHenry. And so you support a rule that says, based on a 
legal form you take, you have to adhere to these principles. How 
do you reconcile this? 

Secretary Geithner. They are perfectly consistent, but let me 
state the basic principle again. 

Mr. McHenry. They are perfectly opposites. 

Secretary Geithner. No. What we are saying is — and this is very 
important for people to understand. If you are operating in the fi- 
nancial markets, you are helping companies raise credit, raise cap- 
ital, you are helping make markets work, you are providing liquid- 
ity to markets, it doesn’t matter, it shouldn’t matter to us or the 
American people whether you are called Goldman Sachs or whether 
you are called JP Morgan. You should be subjected to a set of con- 
straints on capital, on leverage and how you are funded that limit 
the amount of risks you take. 

If, in addition to that, you want to own a bank and operate a 
bank, then there are a set of other limits that we think are good 
in the public interest so that, again, you can’t take advantage of 
that access to the safety net to subsidize a set of activities that are 
not essential to 

Mr. McHenry. But basically you are saying, if you just simply 
drop the bank holding company label, you are out from under this 
regulation. 

Secretary Geithner. Absolutely not. And that would be a mis- 
take for the country. Our view is 

Mr. McHenry. That is actually what the one-page rule 

Secretary Geithner. No, it does not do that. That is not a fair 
reading of the rule. But, Congressman, maybe this would be helpful 
for me to say to you. We will work very closely with Members on 
both sides of the aisle to make sure that this legislation results in 
a set of sensible constraints in risk-taking 

Mr. McHenry. That would be something new 

Mr. Welch. The gentleman’s time has expired. 

Mr. McHenry [continuing]. Over the last 13 months, because 
you have not reached out to Republicans, to be clear, on the Finan- 
cial Services Committee. 

Secretary Geithner. That is not true, but, again, I am happy, 
going forward, to make sure that, as we try to give these force of 
law, reflect them in regulation, we do so carefully, with full con- 
sultation. 

Mr. Welch. The gentleman’s time has expired and the chairman 
recognizes himself for 5 minutes. 
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Thank you, Mr. Geithner, for being here. No. 1, I just want to 
remind my colleagues on both sides that the whole request for the 
bailout that had to be administered by the Treasury Department 
was at the request of then President Bush. And, second, I under- 
stand your testimony that the people responsible for administering 
this made the best decisions they could under the circumstances. 

I just want to ask a couple of questions, though, that start with 
one of the statements you made, Mr. Geithner, about the effect of 
the actions taken has stabilized the financial system. I am not here 
to argue that. The question I have is has it helped the broad Main 
Street economy. And there are many who believe, and I am among 
them, that Wall Street got out ahead of itself, got in the business 
of self-enrichment rather than financing American jobs, American 
entrepreneurs, and actually transformed itself from an entity that 
was about creating jobs into the greatest job killing machine in the 
history of the country. 

There are two things that I want to ask. One is the bank fee that 
President Obama has endorsed, you see that as essential to have 
the folks who were largely responsible for the financial meltdown 
pay the cost so that it is not the taxpayers, is that correct? 

Secretary Geithner. Absolutely. In the reforms we proposed to 
the Congress back in June, at the center of that proposal was a 
basic principle which, in the future, governments exposed to risk 
of loss, the banks pay. In the TARP legislation you referred to, 
there is an explicit provision there that puts an obligation on me 
to propose ways to recoup the costs, and we propose that in the 
President’s financial responsibility bill. 

Mr. Welch. All right, thank you. And I support that; I am glad 
you are doing it. 

Second, there are a number of us, well over 60, that are support- 
ing a tax on Wall Street bonuses, and I just want to get your opin- 
ion on this; and I will give an example of the kind of conduct that 
was allowed to occur. It has been reported, as you know, in the 
New York Times that Goldman Sachs had a department that bun- 
dled subprime mortgages. It then had folks who advocated to the 
rating agencies to give it the highest rating possible. It then went 
to its trusted clients and sold those, and then it went to its trading 
desk and sold them short. 

Is that the type of conduct that you think should be monitored 
and curbed by any financial regulatory monitor? 

Secretary Geithner. Congressman, I believe deeply that we need 
tougher rules, enforced more effectively and evenly to make sure 
that consumers and investors are not taken advantage of, and the 
system is not so fragile the Government has to step in in the future 
and take this enormous risk of loss. I deeply believe that. 

Mr. Welch. Let me get to — let me just ask you about the bonus 
tax, because I would be interested in this. Firms like Goldman re- 
ceived TARP funds. They received low interest money from the 
open window of the Federal Reserve and, of course, Goldman and 
other firms received direct pass-through payments when AIG was 
bailed out, correct? 

And when Mr. Paulson, your predecessor, was on the phone re- 
questing this money — this was not anything that you made the re- 
quest for — he assured us that Wall Street had learned its ways. 
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Goldman and the other Wall Street firms are back to their old 
ways; they have been so successful — and let’s give them credit, they 
are good at what they do. The question is whether what they do 
is good for the economy and for Main Street. They have been able 
to set aside $140 billion to $160 billion for bonuses. And they could 
have lent that out, they could have added to their capital base, and 
the third choice was they could put it in their pockets, which is the 
one they have chosen. 

Do you think, in view of the fact that much of their profit was 
made through taxpayer generosity, it would be appropriate to tax 
bonuses, as I suggest in my legislation, at 50 percent above 
$50,000? 

Secretary Geithner. Congressman, of course I would be happy 
to take a careful look at that legislation and talk to you about how 
best to deal with that. The basic principle that we support fully is 
to make sure that the American taxpayer is not exposed to a penny 
of losses from the actions the Government had to take under the 
TARP authority; and I completely agree, as I said earlier, that we 
need to work with the Congress to make sure we bring about fun- 
damental changes in how bankers are paid so that they are not 
taking risks that could imperil the economy as a whole. Doing that 
is hard to do right. We have tried in the past, not very successfully. 
It is an obligation that the shareholders have and boards have too, 
but it is the Government’s responsibility in the end to make 
sure 

Mr. Welch. My time is almost up. We would take the money 
that was raised from that and put it into small business lending, 
and, as you know, the big banks that received TARP funds have 
reduced lending to American enterprise. Folks in Vermont who run 
businesses ask me, if those guys make so much money, how come 
they can’t lend me any? 

Secretary Geithner. I agree. And I think if you saw the paper 
today, we are close to proposing to the Congress that we take a 
large amount of the resources that we have gotten back from 
banks, from the large banks, and devote them to exactly that objec- 
tive, trying to make sure that small banks and small businesses 
have access to credit. 

Mr. Welch. Thank you, Mr. Secretary. My time is up. 

The Chair now recognizes the gentleman from Ohio, Mr. Jordan. 

Mr. Jordan. Thank you, Mr. Chairman. 

Thank you, Mr. Secretary, for being with us today. Now, Mr. Sec- 
retary, you were involved — ^you have said this many times — in- 
volved with the decision 15, 18 months ago relative to the initial 
TARP bailout. You were involved in all that; you thought it was 
the right decision to make at the time, coming to Congress, asking 
for the $700 billion? 

Secretary Geithner. Oh, I thought it was absolutely essential at 
that point. The country had no choice. 

Mr. Jordan. And this committee has had several hearings on the 
Bank of America and Merrill Lynch, and you were involved in that 
decision. We have emails that talked about you were in the loop, 
you knew what was going on there; you were supportive of what 
took place with the merger of — with the acquisition of Merrill by 
Bank of America. Yes or no? 
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Secretary Geithner. Well, that is right that, at that time, I was 
part of an effort to try to find the solution, private solution to Mer- 
rill Lynch at that point, and I thought that action at the time was 
necessary and appropriate, yes. 

Mr. Jordan. And today you have said that you think the initial 
decision relative to AIG and the payment to the counterparties, you 
think that was appropriate. You stated that strongly in your writ- 
ten testimony. You talk about this is in the hest interest of the 
American people. 

Secretary Geithner. I do. I do. 

Mr. Jordan. We did not act to help form banks, we acted be- 
cause the consequences of failing at that time, in those cir- 
cumstances, would have been catastrophic to our economy, Amer- 
ican families, and American businesses. You think it was definitely 
the right decision? 

Secretary Geithner. I do. 

Mr. Jordan. And the staff that worked for you at the New York 
Fed would be in agreement with that analysis, that this was so 
critical, this had to get done, the sky was going to fall, the world 
was going to end if we did not do what you decided to do relative 
to the counterparties and the $62 billion that was spent, is that 
correct? 

Secretary Geithner. I believe it is. But I think it would be fair 
to say there were those among us involved in this in each of the 
industries involved — Washington, New York Treasury — who were 
deeply troubled by that choice, were not comfortable with this 

Mr. Jordan. Were not comfortable with it, but you thought it 
was what you had to do at the time. 

Secretary Geithner. I believe that, yes. 

Mr. Jordan. And it was so important, as you have said in your 
written and your testimony here this morning, your oral testimony, 
that, you know, this was critical to American families, American 
businesses. 

Secretary Geithner. I believe that. 

Mr. Jordan. So it begs the obvious question: Why the secrecy 
relative to disclosure? If it is that important, $62 billion, why in 
the heck not disclose it when it is happening, since you have subse- 
quently done that? Why the secrecy? And, frankly, why weren’t 
you — if it is that critical, if it is that important, why in the heck 
did you recuse yourself? Why weren’t you involved? 

Secretary Geithner. Well, again, just to step back a second, 
when the Fed disclosed this in March 2009, I thought it was the 
right thing to do, and I think reasonable people, looking back at 
this, could say why wasn’t that possible sooner. I think that is a 
reasonable question 

Mr. Jordan. Why wasn’t it possible in November when it was all 
going down? 

Secretary Geithner. Right. But all I can say is what I under- 
stand and was involved in, and I was not involved in discussions 
about decisions about what to do with that particular transaction, 
the counterparties, or the details. And that is because of 
decisions 

Mr. Jordan. Let me ask you this. Do you believe the decision 
that was made by the folks who worked for you at the New York 
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Fed to not disclose until March and not disclose when it was all 
taking place, do you support that decision? 

Secretary Geithner. Congressman, I, as I said 

Mr. Jordan. It is a yes or no. I mean, you have said you are 
transparency; you said this was so critical, the world was going to 

end, everything was going to go to 

Secretary Geithner. Let me tell you something I 

Mr. Jordan. Why not? 

Secretary Geithner. Let me tell you something I deeply believe, 
OK? It is very hard to put yourself in shoes you did not occupy and 
have really a fair sense to evaluate those actions in that case. And 
I don’t feel like I can put myself in their shoes at that time. 

Mr. Jordan. Let me tell you what I think happened. 

Secretary Geithner. But I do believe that they acted with great 

integrity, care, and judgment after 

Mr. Jordan. Here is what happened. Here is what happened. 
Mr. Lynch was on the right trail over here. I mean, this is a pat- 
tern, we have seen it. You came to the Congress of the United 
States, you said give us $700 billion of taxpayer money. 

Secretary Geithner. I did not do that. 

Mr. Jordan. I am saying the Government. The Government 

came to the Congress, give us 

Secretary Geithner. Your Government, your President at that 
time. 

Mr. Jordan. I understand. I didn’t say Democrat or Republican. 
I understand the Government. Give us the money, we are going to 
go buy the troubled assets. They didn’t do that. Nine days later, 
10 days later, as Mr. Lynch pointed out, you were in the room 
when they told the nine biggest banks we are not going to buy the 
troubled assets, you are going to take the TARP money. 

Secretary Geithner. I was, and that was one of the best deci- 
sions, one of the most important decisions that 

Mr. Jordan. But understand the pattern. The Congress of the 
United States was told one thing; 10 days later an entirely dif- 
ferent action was taking place. 

Secretary Geithner. I don’t think that is actually correct. What 

the Congress authorized was the billions 

Mr. Jordan. You don’t think the Congress passed that bill be- 
cause they understood that the money that the taxpayers were 
going to put up was going to be used to buy troubled assets? 

Secretary Geithner. Well, as I said, I can’t put myself in your 
shoes, but I think the salient point is that the authority that Presi- 
dent Bush asked for gave my predecessor the authority to put cap- 
ital in banks, and doing that 

Mr. Jordan. Here is the pattern, Mr. Geithner. Mr. Secretary, 
here is the pattern. The Government comes to the taxpayer, says 
we need more of your money, we need a boatload of your money, 
the world is going to end; we want it for a specific purpose; then 
they do it for something else. Then they come to the taxpayers and 
say we need more of your money and we are going to use $62 bil- 
lion and they don’t disclose to the taxpayer what is going on. This 
is why we never should have traveled down this road, this unprece- 
dented involvement by the Government in the private sector. We 
have seen it 
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Mr. Welch. The gentleman’s time has expired. 

Mr. Jordan. We have seen it with Bank of America and Merrill 
Lynch, we have seen it now with AIG. 

I thank the chairman. 

Mr. Welch. The gentleman’s time has expired. Thank you. 

The Chair recognizes Mr. Clay. 

Mr. Clay. Thank you so much, Mr. Chairman. I want to thank 
Chairman Towns and Mr. Issa for conducting this hearing. 

Secretary Ceithner, several economists and policymakers assert 
that AIC’s ability to provide cash collateral to their counterparties 
was not relevant in designing their assistance package. What is 
your opinion on this claim that it was not relevant in designing the 
assistance? 

Secretary Ceithner. I agree with that. What was relevant and 
necessary was how to restructure this firm in ways to protect the 
taxpayer, to the extent we could, from the risk of greater losses, 
and our choice was at this point this very stark, tragic choice, 
which is to let AIC default or not. And we thought that default 
itself would have been much more expensive. 

Mr. Clay. OK, help me and help the American people under- 
stand. Why was AIC’s ability to make payments to its 
counterparties for their toxic assets even a factor in determining 
the amount of bailout money to award them? 

Secretary Ceithner. For an insurance company or any financial 
institution to operate, they need to be able to operate with a high 
credit rating. Without that, they could not borrow money to func- 
tion. They could not write insurance contracts because people 
would not believe they would have the financial wherewithal to 
back those commitments. 

So the rating is critical. If we were to have defaulted on any of 
those legal contracts, AIC would have been downgraded. The 
counterparties would have the right to take more money and to de- 
fault on and to bring about the basic collapse of the firm. So it is 
that stark, tragic choice. If AIG had not paid, they would have lost 
the rating and the firm would have collapsed. If we had continued 
to lend them money for them to make those payments, the rating 
would have also been in jeopardy, because AIG already had a lot 
of debt at that point. So the choice was, again, to restructure them 
so that we limited the drain of cash and left the taxpayer with any 
potential positive return on those underlying securities. 

Mr. Clay. So you are saying that the counterparties would have 
had a right, through bankruptcy 

Secretary Geithner. A legal right to sue to recoup that claim. 

Mr. Clay. OK. Did anyone involved in the concession negotia- 
tions ever suggest that AIG’s counterparties should not be relevant 
in their bailout package? Did that issue ever arise among the nego- 
tiations or anyone that you encountered during the negotiations? 

Secretary Geithner. That is a complicated question, good ques- 
tion, but as I tried to explain in the testimony, what we were guid- 
ed by, what was going to be the best way at least cost to prevent 
default and protect the system, and the entire system was at stake 
then, and no firm in the country would have been insulated fully 
from the collapse of the entire American financial system, and our 
judgment was that AIG’s default would have materially raised the 
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probability of that broader collapse. So, again, our choices were ter- 
rible choices, but they came down to what was the best way to pre- 
vent that outcome on the best terms for the taxpayer. 

Mr. Clay. OK, so then that gets to the point of being too big to 
fail. AIG’s tentacles were that widespread throughout the country 
and the world that 

Secretary Geithner. It is exactly the right question. There are 
two things that mattered in this case. One is you had a set of firms 
like AIG, huge, risky, spread everywhere, involved in a whole 
range of things, and you had a world that was burning. So, again, 
the first time since the Great Depression, you had financial sys- 
tems around the world really at the brink of stopping in their 
tracks. 

And it is those two conditions that are most risky. If the world 
had been stable, everything had been fine, we weren’t on the edge 
of the worst recession in generations, then we could have afforded 
to be completely indifferent to the fate of AIG or all those institu- 
tions. But because AIG was so large and so interconnected, and be- 
cause the system was so fragile, it would have been irresponsible 
to take the risk, the failure would have dramatically amplified the 
pressures that we are still living with today. 

Mr. Clay. Could you help describe what the reaction was in ne- 
gotiations to the counterparties, pros and cons, as far as, you know, 
paying counterparties? 

Secretary Geithner. Again, we wrestled with lots of choices, as 
I tried to explain in my written testimony. We thought about 
whether it was better to default, to impose a haircut, to negotiate 
concessions under the threat of default. We thought about keep 
paying and watching that money keep running out the door, with 
the counterparties still holding the underlying assets. 

We thought about negotiating over time, trying to stretch it out, 
see if we could find a better way to solve that problem. None of 
those options were realistic; none of them were feasible. They were 
not better than the choice we chose. And, again, I think if you look 
back and you take a fair reading of this, although the Government 
is still exposed to substantial risk of loss, those losses are much 
lower today because of the actions we took in AIG, and this trans- 
action, which, again, people are so understandably concerned 
about, has put the taxpayer in a better position than if simply we 
kept making those payments or if we defaulted on them. 

Mr. Clay. Thank you, Mr. Secretary, for your responses. 

Chairman Towns. The gentleman’s time has expired. 

I now yield 5 minutes to the gentleman from California, Con- 
gressman Bilbray. 

Mr. Bilbray. Thank you. 

Mr. Secretary, we are supposed to do oversight and reform, so we 
are trying to get the information so that we can do the reform to 
make sure the next time this process comes up we have procedures 
and laws that address this. So it is real important that we identify 
how this went so we can try to correct it and make sure it doesn’t 
happen again. Not only in March you knew that there was a so- 
called disclosure issue, but in February you had said, in a speech, 
that one of the major issues that you were concerned about is the 
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lack of disclosure that was causing the American people not to 
trust the system. 

Now, I think we all agree that in layman’s terms, with the aver- 
age citizen, when they heard disclosure issue, they hear cover-up. 
Now, why, in a system that is supposed to he open — the American 
people have a right to know where their money goes. Why was 
there even a disclosure issue? Why were we even discussing the so- 
called cover-up of the $160 billion, where it was going, in this proc- 
ess? 

Why was that even an issue that as soon as you knew that there 
was a problem there, that somebody didn’t clarify this? Was that 
your staff had basically did not inform you that there had been this 
cover-up, this disclosure issue, and did you make that decision or 
was that decision made outside? Because AIG sent the information 
over; it was an internal process within the Government itself that 
said we are not going to disclose to the public this information. 

Secretary Geithner. My colleagues at the New York Fed I think 
have put in the public domain a very thoughtful explanation of the 
judgments they wrestled with and ultimately reached, and I know, 
and I am confident, that their colleagues in Washington spent a 
huge amount of time throughout those months trying to wrestle 
with how to meet the understandable public interest in greater dis- 
closure of these things, and they ultimately, I think appropriately, 
came to the decision that they could and should put that informa- 
tion in the public domain. 

Now, you are exactly right, I have been a great proponent of 
greater transparency, and the centerpiece of the strategy that we 
adopted to fix this mess in the financial system was to force the 
largest banks in the country to disclose for the first time to the 
puWic, to all investors, the scale of losses they might face in the 
event this recession was much more damaging than it proved to be, 
and that provided the basis for private investors judging who was 
strong, who was less strong, and deciding to put capital into those 
institutions. 

Mr. Bilbray. In other words, did your staff know the cover-up 
was there, a disclosure issue was there before you knew it was 
there? Was the decision to 

Secretary Geithner. Again, I don’t — I think, again, as the record 
the committee has already put in shows, there were discussions 
that were happening about what to disclose when throughout that 
period of time, but 

Mr. Bilbray. Were you involved in those discussions? 

Secretary Geithner. As I said in my thing, I will say it again, 
I played no role in decisions about what to disclose about these 
transactions to these individual counterparties. 

Mr. Bilbray. Did your staff make the decision not to inform you 
or include you in that decisionmaking process? 

Secretary Geithner. Yes, they did, although I made the 
decision 

Mr. Bilbray. Would you want to know about that or would you 
prefer that you didn’t know about it at the time? 

Secretary Geithner. I think, in retrospect, I wish I had known, 
frankly. But after November 24th I appropriately removed myself 
from decisions about a whole range of policy issues the Fed was 
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dealing with. But the people that were making those decisions, in 
close consultation with people in Washington and with legal coun- 
sel, are people of great judgment, enormous integrity, and I have 
enormous trust and confidence not just in their judgment, but in 
the quality of the decisions they made throughout that period of 
time. 

Mr. Bilbray. Do you feel today that at the time that they made 
the decision to do the cover-up, the disclosure issue, that they felt 
you did not want to know about it at the time? Do you think they 
made a decision that 

Secretary Geithner. I do not — in my entire time there, I was 
never aware of a situation in which my colleagues sought to shield 
me from something consequential. I was president of the New York 
Fed; I was going to be accountable for decisions made on my watch. 
But after the 24th, for reasons that I think are fair and right for 
the institution, I could no longer run those day-to-day judgments, 
and I withdrew from those and I think those were necessary. 
Now 

Mr. Bilbray. And your staff decided to shield you from the cover- 
up side of it too? 

Secretary Geithner. No, no. I decided that I would withdraw 
myself from — I didn’t decide this alone, I decided this in consulta- 
tion with the chairman of the board of Governors of the Federal 
Reserve System and with the incoming administration to protect 
the institution from the unique condition I was in then. 

Mr. Bilbray. Mr. Secretary, what date did you know that there 
was a cover-up, a disclosure issue? When were you informed? 

Secretary Geithner. I only knew about these discussions about 
disclosure when they started to be in the public domain. I actually 
don’t know when they first rose to the attention of the Congress, 
but when they rose to the attention of the Congress and they were 
in the press, then I was aware of it. 

Chairman Towns. The gentleman’s time has expired. 

Mr. Bilbray. Thank you very much. 

Chairman Towns. Let me thank you. Secretary Geithner, for 
your testimony and, of course, we will now 

Mr. ISSA. Mr. Chairman, I would ask unanimous consent that all 
Members be allowed to put their questions in writing to the Sec- 
retary and would ask that the Secretary, if he would respond to 
them in writing, since so many Members have not been able to ask 
their questions. 

Chairman TOWNS. Without objection, so ordered. 

Thank you, Mr. Chairman. 

Mr. Chaffetz. Mr. Chairman, I am not sure what the right point 
of order here is, but I recognize how tremendously busy the Sec- 
retary is, but I also recognize the need for this Congress and people 
on both sides of the aisle to be able to ask some questions. We have 
been waiting patiently here all day. I would hope that the chair- 
man would 

Chairman TOWNS. Let me just say what the problem is. I am 
one — as you know, you have Ijeen here long enough now to really 
know me — who believes in openness and I believe in going as long 
as it takes. But Mr. Paulson has a problem with his schedule in 
terms of the amount of time that he would be allowed. 
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If we continue, then he will not be able to testify. That is the 
issue that we have to deal with. So, that is the reason why we are 
cutting it, and it was agreed that this would happen. And, of 
course, I understand there are several people that did not have an 
opportunity to raise questions, but what I would suggest is that 
you put the questions to the Secretary in writing and he will an- 
swer, because, if not, then the second witness we will not be able 
to hear from at all, and I think that would be 

Mr. Chaffetz. Mr. Chairman, if I could be so bold, my guess is, 
if we were to survey or talk to the people on the panel, particularly 
people who haven’t had a chance to ask questions, I think, with all 
due respect, we would much rather hear from the current Treasury 
Secretary than the past Treasury Secretary, whose schedule is 
probably a little bit more flexible than the current Treasury Sec- 
retary. 

Chairman TOWNS. I understand that, but the point of the matter 
is that we have a hearing that has been scheduled and, of course, 
has been structured. I wish we could stay here and allow everybody 
to do that, but the point is that I think in this situation 

Mr. Chaffetz. Mr. Chairman. 

Chairman TOWNS. I would be delighted to yield to the gentleman 
again, yes. 

Mr. Chaffetz. And I appreciate it, because you have always 
been so fair and very generous, and personally very good to me. Is 
there a way that we could vote on which direction to go on this? 

Chairman TOWNS. Well, you know, it is actually up to the chair- 
man, but let me say what I would like to do. I would give a minute 
to two on this side and a minute to two on this side, and that is 
it. I mean, we have to move forward. We have a scheduled hearing 
that is here looking for certain information 

Mr. KuciNICH. Would the gentleman yield? 

Chairman TOWNS [continuing]. Looking for certain information. 
In order to get the information, we need to talk to the present Sec- 
retary, we need to talk to the past, and, of course, we have others 
that we still want to 

Mr. KuciNICH. Would the gentleman yield? 

Mr. Fortenberry. Mr. Chairman, I join with you in that unani- 
mous consent for 2 additional minutes per side equally divided. 

Mr. KuciNICH. Reserving the right to object. Mr. Chairman, I 
just want to say that any member of this committee has the ability 
to submit questions in writing. Mr. Geithner, in response to an ear- 
lier question, said that, in the interest of time, that he would be 
willing to answer questions in writing. Is that not true, Mr. 
Geithner? 

Secretary Geithner. Absolutely. Of course. 

Mr. KuciNICH. OK. So, Mr. Chairman, anybody who wouldn’t get 
a chance to ask a question here can still put it in writing. I with- 
draw any objection. 

Chairman TOWNS. Let me just say that we will go two on this 
side, two on that side, but a minute, remember. 

Mr. Fortenberry. Mr. Chairman, reserving the right to object. 

Chairman Towns. I don’t know what you are objecting to. 

Mr. Fortenberry. If you would recognize me. The unanimous 
consent request for 2 minutes each. I would be happy, Mr. Chair- 
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man, to forego my time with Secretary Paulson to ask Secretary 
Geithner 

Chairman TOWNS. Well, I wish we could operate that way, but, 
you know, when you have hearings that are structured, they are 
not structured in the fact that someone would give up their time. 

1 mean, that is not the way we do it. So the point of the matter 
is that we either accept the 2-minutes on each side or we move for- 
ward. OK? So that is what is on the table — 2 minutes on this side, 

2 minutes on that side. 

Mr. Fortenberry. I withdraw my objection. 

Chairman Towns. Designate the two on this side. 

Mr. Connolly, you have a minute to raise one question with the 
Secretary. Mr. Connolly from Virginia. 

Mr. Connolly. Thank you, Mr. Chairman. 

Chairman Towns. Recognized for 1 minute. 

Mr. Connolly. Thank you, Mr. Chairman. 

Mr. Geithner, we only have 1 minute. One has the sense that 
some people in this room perhaps want to rewrite history, and I 
understand, given the history, why they might want to do that. In 
your opening statement you talked about the need for financial reg- 
ulatory reform. Could you expand on why we need that, particu- 
larly when it comes to regulating that which was resisted from reg- 
ulation in the past, like derivatives and credit default swaps? 

Secretary Geithner. I don’t think it is a hard case to make. I 
think you just have to look at the wreckage caused by the crisis 
to say the system failed dramatically. And, again, the two most 
simple failures that happened is people were allowed to take risk 
without constraints. We let a system operate where institutions 
that were huge and consequential operated with no adult super- 
vision, with no constraints, and they brought the country to the 
edge of collapse. 

Let me just say one thing in common with the following firms. 
Fannie and Freddie, the largest investment banks in the country; 
AIG, a set of specialized insurance companies, a whole range of 
consumer finance companies, a bunch of thrifts. They all had one 
thing in common, which is they were not subject to a set of sensible 
rules to constrain the risks they could take. 

What we propose in financial reform is to change that. It is a 
simple imperative. That is not enough though, because people will 
make mistakes in the future. So we need to make sure, when they 
make those mistakes, that we can let them fail and failure can 
happen without catastrophic damage. We need to be able to contain 
the damage, isolate it, draw a line around it, put them out of their 
misery, put them out of existence without the taxpayer being ex- 
posed; and we need to make sure that we don’t have a system 
where the taxpayer is exposed to the risk of loss or that investors 
and creditors live with the expectation the Government will be 
there again. 

And, again, that is something that I think we all have a huge 
obligation and responsibility. It was the laws of the land that al- 
lowed that to happen, the laws of the land that made it impossible 
for the Government to act, and I think we need to work together 
to change that. 
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Mr. Connolly. I thank the gentleman and I thank the chairman 
for his consideration. 

Chairman Towns. Thank you very much. 

I now recognize Mr. Fortenberry for 1 minute. 

Mr. Fortenberry. Thank you, Mr. Chairman. 

Mr. Secretary, welcome. For the last year and a half we have 
heen privatizing profits and socializing risk, and if the optics on the 
AIG aren’t had enough, the counterparties to the AIG, who received 
100 parity for their liabilities, 7 of the top 10 are foreign firms. So- 
ciete Generate was the top recipient of $16.5 billion of American 
taxpayer bailouts, in effect, followed by Goldman Sachs. 

Now, you said this economy is in crisis. This year, Goldman 
Sachs will give $16 billion of bonus payments, about $500,000 per 
employee. This is really difficult to understand why there wasn’t, 
at first, a desire to have transparency in regards to counterparty 
transactions. Would you address that, please? 

Secretary Geithner. Oh, I am not sure if you were here for that 
part of the conversation. 

Mr. Fortenberry. I have been here the entire time. 

Secretary Geithner. OK. 

Mr. Fortenberry. Except for votes. 

Secretary Geithner. But, again, the actions we took were nec- 
essary in the public interest, better than the alternatives, to help 
prevent catastrophic damage. And if you are outraged, as I think 
you should be, about how the economy and our system was in this 
mess, I hope you will join with us in trying to work to make sure 
it doesn’t happen in the future. This is not something that should 
be Republican or Democrat. 

There is a deep, I think moral, obligation we have to try to make 
sure that we put in place reforms that will prevent this from hap- 
pening again. If the Government had done that sooner, this would 
have been less damaging. And a critical part of the failure was we 
ran a country, largest economy in the world, largest financial sys- 
tem in the world, without having the kind of bankruptcy type pow- 
ers we had for banks for decades. And that is something that 

Mr. Fortenberry. Let’s try to do that on a bipartisan basis, sir, 
please. But you understand why 

Chairman TOWNS. I am sorry, the gentleman’s time has expired. 

Now I recognize the gentleman from Illinois, Congressman Davis, 
for 1 minute. 

Mr. Davis. Thank you very much, Mr. Chairman. 

Thank you, Mr. Secretary. Let me just ask if you had to do it 
again, to do it all over, would you change any of the decisions that 
you made in the fall of 2008 to rescue AIG and pay the 
counterparties par? 

Secretary Geithner. Congressman, again, I think about this a 
lot, and one of the great strengths of our country is, again, people 
have to look back and come to their own judgment whether we 
made the best choices. But I am very confident that we made the 
best of a set of terrible choices; that there were no better alter- 
natives. We did not have the option of bankruptcy; we did not have 
the option of defaults; we did not have the option of selective hair- 
cuts. It would have been catastrophic to let the institution fail. We 
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didn’t rescue AIG; we intervened so that we could dismember it 
safely, without it wrecking the country and the system. 

I think the big mistakes we made as a country, and they are mis- 
takes that we have to reflect on deeply for a long time, were why 
the Government didn’t act sooner to limit risk-taking, why the Gov- 
ernment didn’t provide competent authorities the ability to contain 
risk-taking, and why didn’t we have in place the kind of tools we 
have had for a long time for banks to try to deal with these kinds 
of failures. I think those were tragic mistakes. 

The lesson of financial crises is if you don’t act sooner, things get 
to the point where they can cause catastrophic damage; and if you 
let it, if you stand back and hope it will burn itself out, correct 
itself, it will be a good, healthy adjustment for the economy, that 
can cause enormous damage, and it will cause enormous damage 
not just to the American lives and people will be living with for a 
long time, but to the revenue base of the country, deeply impairs 
the capacity for Government to do things that are necessary like 
we need resources for, protect national security, make sure teach- 
ers can be in the schools. These things are deeply connected. If you 
stand back and try to hope the market will fix itself, you court ca- 
tastrophe. I hope we learned that lesson. It should never happen 
again. 

Chairman Towns. Thank you very much. The gentleman’s time 
has expired. 

I now recognize the gentleman from Utah, Mr. Chafifetz. 

Mr. Chaffetz. Thank you, Mr. Chairman. 

Thank you, Mr. Secretary. I was going to ask about the 18 phone 
calls you made to Rahm Emanuel, more than any other Member 
of Congress, but we will have to save that for another day. What 
I would like to ask you about is this idea that they are going to 
make profits. I am going to read two statements and ask you a 
question, from Neil Barofsky’s testimony that is coming up. 

First one is, on page 13, “Treasury’s own TARP financial state- 
ment estimates that Treasury will not be made whole, but is rather 
projected to lose more than $30 billion on its AIG investments.” 

Second quote, later in the same paragraph, “Narrowly asserting 
that taxpayers will be “made whole” on Maiden Lane III — just one 
part of the AIG counterparty transactions — without mentioning the 
huge losses Treasury expects to suffer on other, inextricably linked 
parts of the very same transactions is simply unacceptable; the 
American people deserve better.” 

So my question, and I am hoping that you can respond to those 
two statements, is when you refer to profits from the AIG 
counterparty bailout, are you counting the cost of the $35 billion 
in cash AIG handed over to the counterparties or just the $27 bil- 
lion they got directly from the New York Fed? 

Secretary Geithner. Congressman, I think that Mr. Barofsky 
and I actually agree on this, and I said in my statement — I was 
very clear — the Government is still exposed to substantial risk of 
loss on its investments in AIG. The Federal Reserve in this trans- 
action, I think more generally, is unlikely to face any loss. That is 
a good thing. We should welcome that. 

But the Government is still exposed to risk of loss. We don’t 
know how large those losses will be. What we refer to is not a pro- 
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jection, it is just an estimate based on current market prices. But 
the really important thing — and I hope you will join us in this — 
is if we adopt this financial responsibility fee, the taxpayer will not 
bear a penny of the burden for what we did 

Mr. Chaffetz. Sounds like a tax to me. It doesn’t sound 

Secretary Geithner [continuing]. Under the TARP. 

Mr. Chaffetz. Sounds like a tax to me. 

Secretary Geithner. Well, you can call it what you want, but 
what it is is a principal. 

Mr. Chaffetz. I call it a tax, and I wish you would too. I call 
it what it is. 

Secretary Geithner. Well, again, in the law that Congress 
passed authorizing these actions. Congress required the Secretary 
of the Treasury to propose a way to make sure taxpayers are held 
harmless. We did that. I hope you will join us in supporting that 
because there is no reason why the American taxpayer should be 
exposed to a penny of loss in what we did in AIG. We can make 
that possible. 

Chairman Towns. The gentleman’s time has expired. 

Thank you very much for your testimony, Mr. Secretary, and, of 
course, you may be excused. 

Now we call upon our second panel. 

[Pause.] 

Chairman Towns. The second witness for today’s hearing is 
former Treasury Secretary under the Bush administration. Sec- 
retary Henry Paulson. 

Mr. Paulson, please stand as I administer the oath. 

[Witness sworn.] 

Chairman Towns. You may be seated. 

Let the record reflect that he answered in the affirmative. 

I will ask the witness to summarize his testimony in 5 minutes. 
Of course, we know the procedure; the yellow light means you have 
a minute left and the red light means stop. Then, of course, we will 
have time to raise questions with you. You know the procedure; 
you have been through this quite a few times, so good to have you 
back. 


STATEMENT OF HENRY M. PAULSON, JR., FORMER 
SECRETARY, U.S. DEPARTMENT OF THE TREASURY 

Mr. Paulson. Mr. Chairman, thank you, and I will go through 
this quickly. 

First of all. Chairman Towns, Ranking Member Issa, and distin- 
guished members of the committee, I appreciate the invitation to 
testify before this committee. I was Secretary of the Treasury in 
2008. In that role, I had the privilege to work with many talented 
men and women in Government and the private sector who labored 
to pull our Nation back from the brink of disaster. 

The decision to rescue AIG was correct, and I strongly supported 
it. An AIG failure would have been devastating to the financial sys- 
tem and to the economy. Today’s hearing relates the payments to 
AIG’s credit default counterparties. I was not involved in any of the 
decisions made with respect to those payments, nor was I involved 
in any of the decisions about AIG’s public disclosure of those pay- 
ments. Those matters were handled by the Federal Reserve Bank 
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of New York and the Federal Reserve Board. They sought to make 
appropriate decisions on those matters and I am confident that this 
review will show that they did. 

I have limited knowledge on the topics of immediate interest to 
the committee, but I will share the following observations. 

The rescue of AIG was necessary and I believe that we in the 
Government who acted to rescue it, including Secretary Geithner, 
Chairman Bernanke, and me, acted properly and in the best inter- 
est of our country. The reasons the rescue of AIG was necessary 
are well worth examining. I believe they are representative of the 
causes of other aspects of the crisis and indicate where regulatory 
reform is necessary. 

There are three reasons we needed to save AIG that stand out 
in my mind. First, AIG was incredibly large and interconnected. It 
had a $1 trillion balance sheet, a massive derivatives business that 
connected it to hundreds of financial institutions, businesses, and 
governments; tens of millions of life insurance customers; and tens 
of billions of dollars of contracts guaranteeing the retirement sav- 
ings of individuals. If AIG collapsed, it would have buckled our fi- 
nancial system and wrought economic havoc on the lives of millions 
of our citizens. 

Second, AIG was seriously underregulated. Although many of 
AIG’s subsidiaries, including its insurance companies, were subject 
to varying levels of regulation, the parent entity was, for all prac- 
tical purposes, an unregulated holding company. Consequently, 
there was no single regulator with a complete picture of AIG or a 
comprehensive understanding of how it was run. It was not until 
AIG started to fail that regulators began to understand how badly 
managed it had been and how much the toxic aspects of parts of 
its business had infected otherwise healthy parts. 

Third, AIG could not be effectively wound down. Unlike failed de- 
pository institutions, which can be taken over by the FDIC with lit- 
tle or no harm to depositors, or the GSEs, which were seamlessly 
placed into conservatorship by Treasury and the Federal Housing 
Finance Agency, there was and is no resolution authority available 
to wind down a failing institution like AIG. The only option is 
bankruptcy, a process that is simply not capable of protecting the 
millions of Americans whose finances are intertwined with AIG’s. 

The Government rescue of AIG in the fall of 2008 was directly 
shaped by these realities. We had to protect the economy and the 
finances of millions of Americans. We could not have anticipated 
the magnitude of AIG’s problems and we had no way of letting it 
fail without disastrous collateral consequences. We had to inter- 
vene, and I am thankful we did. 

I do not mean to say that I am happy we needed to intervene. 
Taxpayer money should not have to be spent to save a misguided 
and mismanaged enterprise. But the fundamental problem lies not 
in how we intervened, but why we needed to intervene. We need 
to modernize our regulatory structure by creating a systemic risk 
regulator and resolution authority so any large firm that fails can 
be liquidated without destabilizing the system. Large financial in- 
stitutions of this country will always play a role that is essential 
to our economic growth, but they must only be permitted to grow 
and interconnect throughout our economy under careful oversight 
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and with a mechanism for allowing those connections to he broken 
safely. 

Thank you, Mr. Chairman, and I would be happy to answer any 
questions. 

[The prepared statement of Mr. Paulson follows:] 
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Chairman Towns, Ranking Member Issa, and distinguished Members of the Committee. 

I appreciate the invitation to testify before the Committee. 

I was Secretary of the Treasury in 2008. In that role, I had the privilege to work with the 
many talented men and women in government and the private sector who labored to pull 
our nation back from the brink of disaster. 

The decision to rescue AIG was correct, and I strongly supported it. An AIG failure 
would have been devastating to the financial system and the economy. 

Today’s hearing relates to payments to AIG’s credit default swap counteiparties. I was 
not involved in any of the decisions made with respect to those payments, nor was I 
involved in any of the decisions about AIG’s public disclosure of those payments. Those 
matters were handled by the Federal Reserve Bank of New York and the Federal Reserve 
Board. They sought to make appropriate decisions on those matters, and I am confident 
that this review will show that they did. 

* = 1 : ♦ 

I have limited knowledge on the topic of immediate interest to the Committee, but I will 
share my observations. 

The basic facts of the government’s involvement with AIG are well known. I will 
recount them only in brief On September 16, 2008, the Federal Reserve Board, with the 
full support of Treasury, announced that it was authorizing the Federal Reserve Bank of 
New York to lend up to $85 billion to AIG pursuant to its authority under the Federal 
Reseiwe Act. This loan was secured by AIG’s ownership interest in its subsidiaries, and 
the U.S. government received a 79.9% equity interest in AIG. Simultaneously, the CEO 
of AIG was replaced. In early October, the New York Fed extended AIG another $37.8 
billion in credit. 

Unfortunately, these actions did not sufficiently abate the problems at AIG. The 
company faced mounting losses, and it faced potential ratings downgrades which would 
trigger tens of billions of dollars in collateral calls w'hich, without an equity infusion, 
would have led to its failure — a failure that would have collapsed our financial system 
and devastated millions of Americans. 

To address these problems, on November 1 0, 2009, Treasury and the Federal Reserve 
announced plans to restructure AIG’s finances. Treasury announced that it would 
provide $40 billion from its TARP funds to stabilize AIG’s capital structure, in return for 
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senior preferred shares in AIG and stringent restrictions on golden parachutes and 
executive bonuses. At the same time, the Federal Reserve announced that it had 
authorized the New York Fed to set up two facilities which would handle certain AIG 
assets that were subject to the greatest risk of a devastating collateral call in the event of 
ratings downgrades. 

The combined actions of Treasury and the Fed were effective. Despite AIG’s 
breathtaking third-quarter losses, the company did not fail, and we avoided the disastrous 
consequences that would have accompanied such a failure. Although the road to 
complete recovery is slow and unemployment is still high, had AIG failed I believe we 
would have seen a complete collapse of our financial system, and unemployment easily 
could have risen to the 25% level reached in the Great Depression. 

* * ♦ 


The rescue of AIG was necessary, and I believe that we in government who acted to 
rescue it — including Secretary Geithner, Chairman Bemanke, and me — acted properly 
and in the best interests of our country. The reasons the rescue of AIG was necessary are 
well worth examining. I believe they are representative of the causes of other aspects of 
the crisis and indicate where regulatory reform is necessary. There are three reasons we 
needed to intercede to save AIG that stand out in my mind. 

First . AIG was incredibly large and interconnected. It had a $1 trillion dollar balance 
sheet; a massive derivatives business that connected it to hundreds of financial 
institutions, businesses, and governments; tens of millions of life insurance customers; 
and tens of billions of dollars of contracts guaranteeing the retirement savings of 
individuals. If AIG collapsed, it would have buckled our financial system and wrought 
economic havoc on the lives of millions of our citizens. 

Second . AIG was seriously under-regulated. Although, many of AIG’s subsidiaries — 
including its insurance companies — were subject to varying levels of regulation, the 
parent entity was, for all practical purposes, an unregulated holding company. 
Consequently, there was no one regulator with a complete picture of AIG or a 
comprehensive understanding of how it was run. It was not until AIG started to fail, that 
regulators began to understand how badly managed it had been and how much the toxic 
aspects of parts of its business had infected otherwise healthy parts. 

Third . AIG could not be effectively wound down. Unlike failed depository institutions 
which can be taken over by the FDIC with little or no harm to depositors, or the GSEs 
which were seamlessly placed into conservatorship by Treasuiy and the Federal Housing 
Finance Agency, there was — and is — ^no resolution authority available to wind down a 
failing institution like AIG. The only option is bankruptcy, a process that is simply not 
capable of protecting the millions of Americans whose finances are intertwined with 
AIG’s, 
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The government rescue of AIG in the Fall of 2008 was directly shaped by these realities. 
We had to protect the economy and the finances of millions of Americans; we could not 
have anticipated the magnitude of AIG’s problems; and we had no way of letting it fail 
without disastrous collateral consequences. We had to intervene, and I am thankful that 
we did. 

I do not mean to say that I am happy that we needed to intervene. Taxpayer money 
should not have to be spent to save a mismanaged and misguided enterprise. But the 
fundamental problem lies not in how we intervened, but in why we needed to intervene. 
We need to modernize our regulatory structure by creating a systemic risk regulator and 
resolution authority so any large firm that fails can be liquidated without de-stabilizing 
the system. Large financial enterprises in this country will always play a role that is 
essential to our economic growth, but they must only be permitted to grow and 
interconnect throughout our economy under careful oversight and with a mechanism for 
allowing those connections to be broken safely. 

Thank you, and I would be happy to answer any questions. 
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Chairman Towns. Thank you very much for your testimony. 

Let me say that you were deeply and aggressively involved in 
dealing with the financial crisis. We saw that with AIG, of course, 
and Bank of America, and with the TARP. My question is why did 
you sit on the sideline and not use your considerable influence to 
call the CEOs of the counterparties to get them to take a haircut? 
Why wouldn’t you do that? I mean, you are a person that was very 
influential in all of this, and I can’t understand why you wouldn’t 
do that. 

Mr. Paulson. Well, Mr. Chairman, as you indicated, I had no in- 
volvement at all in the payment to the counterparties, no involve- 
ment whatsoever. Now, to explain this, we worked very collabo- 
ratively during the crisis. There was a lot going on, coming at us 
from all sides, and whichever agency had the authorities took re- 
sponsibility for execution. And this was clearly a case — it was a 
Federal Reserve loan. They had the authority to make it and ad- 
minister it, and they had the technical expertise to do the restruc- 
turing. 

Chairman TOWNS. But I just see it a little strange that you 
would sit on the sideline and not help the American people in 
terms of — I mean, you were so involved in the early stages and 
throughout the process 

Mr. Paulson. Mr. Chairman 

Chairman Towns [continuing]. And then to sit on the sideline at 
a time like this, I just find that 

Mr. Paulson. Mr. Chairman, anybody that knows me knows I 
was not sitting on the sideline. I was not involved in this issue, but 
I was involved in many other issues every single day of the week, 
including weekends. So I didn’t spend 

Chairman TOWNS. Why not? Why wouldn’t you be involved in 
this? 

Mr. Paulson. Because this was a Federal Reserve loan; they had 
the authority, they had the technical expertise. As I said in my tes- 
timony, I have great confidence in the professionalism, the integ- 
rity, the motives, the abilities of the people that were handling 
this. So this was their job to handle and I was working on many 
other things which were in my bailiwick. 

Chairman TOWNS. Let me ask another question. Why wouldn’t 
you let AIG go into bankruptcy? Why not? 

Mr. Paulson. If AIG had failed — this was a huge financial orga- 
nization, interconnections throughout the economy. If it had failed, 
with the system as fragile as it was, I believe it would have taken 
down the whole 

Chairman Towns. Can you talk directly into the microphone? 
They are having problems hearing you. 

Mr. Paulson [continuing]. I believe it would have taken down 
the whole financial system and our economy. It would have been 
a disaster. Today, after all the actions that have been taken by the 
U.S. Government, we still have this terrible 10 percent unemploy- 
ment level. I believe that if the system had come down and failed, 
we could easily have had unemployment reaching or exceeding the 
25 percent level we had in the Great Depression; we would have 
lost many additional billions of dollars in American savings; home 
prices would be much lower than they are today. 
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So as unattractive as the Government rescue of AIG was — and 
none of us that supported that found that to be an attractive or de- 
sirable option — it was just much, much better than the alternative, 
which would have been economic disaster in this country. 

Chairman Towns. I now yield 5 minutes to the gentleman from 
California, the ranking member. 

Mr. IssA. Mr. Chairman, I would ask that we go to the Members 
who did not have an opportunity in the first round. Mr. Chairman, 
I would also ask this one thing. Will you agree, since the Secretary 
said he would answer our questions, to join with me in ensuring 
that all questions are answered or that we bring the Secretary 
back, assuming he does not answer them for some reason? 

Chairman TOWNS. So ordered. 

Mr. IsSA. Thank you. 

Mr. Luetkemeyer would be next of those waiting. 

Mr. Luetkemeyer. Thank you, Mr. Chairman. 

Mr. Paulson, one of the things that we are looking into here with 
AIG, can you explain to me, AIG and their Financial Products, was 
that a subsidiary of AIG or was that part of their business model? 

Mr. Paulson. I believe it was part of the business model. 

Mr. Luetkemeyer. There wasn’t a separate entity that was sepa- 
rately capitalized? 

Mr. Paulson. It was clearly at the holding company and it was 
part of 

Mr. Luetkemeyer. The thing that makes 

Mr. Paulson. It wasn’t part of an insurance business model, but 
it was sure part of the company’s business strategy. 

Mr. Luetkemeyer. Because it makes a big difference. If it is not 
part of the insurance product company and it is a subsidiary that 
is separately capitalized, you can let that thing go down and it 
doesn’t impact the insurance part of it, which I believe it was. Is 
that not correct? 

Mr. Paulson. Well, I would say this to you. This company was 
so big and intertwined that it was — if there was any way that the 
people who were working on this could have found a way to just 
hive off and let one small part of the company go down 

Mr. Kucinich [presiding]. Would the gentleman suspend? Mr. 
Paulson, excuse me. We want to make sure that Members can hear 
your testimony. 

Mr. Paulson. OK. 

Mr. Kucinich. You know, it is amazing with so much money in 
this Federal Government, we don’t have a better sound system. But 
I am going to need you to speak as closely to that mic as you can 
so everyone can hear you. 

Mr. Paulson. OK. 

Mr. Kucinich. Thank you. You may continue. 

Mr. Paulson. So to just be clear, there was no way to hive off 
and handle this situation differently. There was a very few days to 
act to prevent bankruptcy with no wind-down powers to let this 
company be liquidated and avoid bankruptcy. 

Mr. Luetkemeyer. Well, with all due respect, if it is a separate 
entity, a subsidiary, it could go beyond and the rest of it could still 
stand on itself, sir, but that being 

Mr. Paulson. Well 
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Mr. Luetkemeyer. Let me move on with another question very 
quickly. In Secretary Geithner’s testimony, he indicated that he felt 
that, contractually, the contracts that we had, the investments that 
were made by foreign banks into AIG, that they were involved 
with, needed to be adhered to and worked with. Was the Govern- 
ment a part of those contracts? 

Mr. Paulson. As I have said in my testimony, I had no involve- 
ment with the payment of any of those contracts. I just was not in- 
volved in that matter. 

Mr. Luetkemeyer. So the Government wasn’t a party to the con- 
tracts, then. 

Mr. Paulson. What? 

Mr. Luetkemeyer. The Government wasn’t a party to the con- 
tracts. 

Mr. Paulson. Again, this was not something that I was directly 
involved in. I said that I very much trust the motives and the abili- 
ties and the judgments of the people that made those decisions, but 
I wasn’t party to them and I can’t answer that question. 

Mr. Luetkemeyer. OK. Well, that’s one of the frustrations. I ap- 
preciate your candor, but my frustration with the Chair in that we 
don’t get full testimony and be able to get all the questions asked 
and then answered so we can come to you with what we feel is 
good information to be able to get some good back and forth here. 
So I apologize to you. 

Let me move on to something else. I know right now we are look- 
ing at, and the President has proposed, some too-big-to-fail sort of 
strategies to try and address the issue of too-big-to-fail. Where are 
you in this debate? What do you think about the proposal that is 
on the table right now, sir? 

Mr. Paulson. When I was Secretary of the Treasury, I put out 
a regulatory blueprint, and I still believe that is the way to go. I 
am very — I think it is essential that we have wind-down authori- 
ties, resolution authorities so that any financial organization, no 
matter how big, can be liquidated outside of the bankruptcy process 
without taking down the rest of the economy. 

So I think that is essential, and there are some parts of the pro- 
posals that are up here being debated by Congress which are the 
same as in the regulatory blueprint we put forward, a big one 
being the systemic risk regulator, and I am strongly in favor of a 
systemic risk regulator. 

Mr. Luetkemeyer. Do you believe that we need to take the risk 
investments that are part of many of the big banks right now and 
take them off the books and have a subsidiary for this, so we can 
go back to Glass-Steagall firewall there? 

Mr. Paulson. That is not my recommendation. I believe that 
when you look at the crisis, what I saw in the crisis was that it 
was across a number of types of financial institutions, and the ex- 
cessive risk-taking I saw was not limited to one business activity, 
it was much broader than that, and I think we need a broader ap- 
proach. So, again, what I favor is a systemic risk regulator and 
wind-down authorities is the way I would handle that. 

Mr. Luetkemeyer. Well, one of the problems I have with what 
you are suggesting, sir, is that suddenly now we have the tax- 
payers, through FI3IC insurance, on the hook for these risk takers 
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who are out here. I think it is important that we take these things 
off the hooks and have a subsidiary. If it goes down, it goes down 
and the banks and the insurance funds and the taxpayers as a 
whole are not on the hook for all this. I think it is very important 
we go down that road, because I think what you have done with 
AIG is suddenly used the Federal Government as the official un- 
derwriter of all investments in the world. If we are underwriting 
foreign contracts, investments, what have we done? We have gone 
down that road. 

I appreciate your comments and I yield back to the Chair. 

Mr. Kucinich. The gentleman’s time has expired. 

The Chair, in keeping with the necessity of making sure that 
Members who did not ask questions the last round, are given a 
chance to go first. We recognize Mr. Tierney. Thank you for your 
patience and you may proceed for 5 minutes. 

Mr. Tierney. Thank you, Mr. Chairman. 

Mr. Paulson, thank you for being here this morning. So you were 
in full agreement with not allowing AIG to go bankrupt. 

Mr. Paulson. Absolutely. 

Mr. Tierney. I think, back home, people don’t know where to 
give the credit for this, so I want to make sure we give credit 
where credit is due if that was a good decision. People see Mr. 
Geithner now as Treasurer, and they think the decisions were all 
made by him when he was Treasurer. In fact, these were decisions 
made in 2008. You were President Bush’s Secretary of the Treas- 
ury, correct? 

Mr. Paulson. Absolutely. 

Mr. Tierney. And Mr. Bernanke was the head of the Fed. Then, 
of course, we had the New York Federal Reserve Board participat- 
ing in these conversations as well. So you were pretty much the 
group that decided that they should give $85 billion in September 
to AIG. Those were mostly the participants, am I right? 

Mr. Paulson. Yes. As I said in my testimony, I very much sup- 
ported that rescue. 

Mr. Tierney. And then in November it was the same group — 
you, as President Bush’s Secretary of the Treasury, Mr. Bernanke, 
and the New York Fed — decided to give additional funds to AIG, 
some of which we used to pay the counterparties to the contracts, 
right? 

Mr. Paulson. Yes. In November, in the TARP, we made a $40 
billion capital investment, and then the Fed put some additional 
money in, which was used up for the contracts. 

Mr. Tierney. Just so we are clear — we are giving credit here — 
the TARP, the $700 billion in TARP, in fact, was during your term 
as Secretary of the Treasury under President Bush. 

Mr. Paulson. Yes. I am proud of that. So that 

Mr. Tierney. That was your idea, was it, the TARP? 

Mr. Paulson. It was a number of our ideas, but, yes, and that 
is something I am proud of and something that was very necessary. 

Mr. Tierney. And the $85 billion that was loaned to AIG was not 
appropriated by Congress; nobody asked Congress to make a vote 
on that, am I right? 

Mr. Paulson. No, that was a decision taken by the Fed with the 
support of 
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Mr. Tierney. What source of money did they use to get that $85 
billion? 

Mr. Paulson. They used their funds. 

Mr. Tierney. And their funds emanate from where? 

Mr. Paulson. From the U.S. Government. 

Mr. Tierney. Well, were they fees from other banks, did they 
come from your Treasury? Where did they come? 

Mr. Paulson. They come from — the Fed, obviously, can print 
money. 

Mr. Tierney. OK. And did they take money that they had from 
fees charged to member banks or did they print money to accommo- 
date this $85 billion? 

Mr. Paulson. You would have to ask the Fed that. 

Mr. Tierney. You are not aware through any discussions where 
that was? 

Mr. Paulson. I would like them to answer that question. 

Mr. Tierney. Well, you may not like to answer the question, sir, 
but if you know the information, I am asking you to share with us 
what is your best understanding of where that money came from. 

Mr. Paulson. My best understanding is all dollars are green, so 
those are ultimately taxpayer dollars, and that was why 

Mr. Tierney. We are painfully aware that they are taxpayer dol- 
lars, sir. 

Mr. Paulson. That was why the Treasury was supportive and 
we were very supportive of that transaction. 

Mr. Tierney. OK, we all understand that the full faith promise 
comes from the Government on that and they were taxpayer dol- 
lars, we are painfully aware, but I am asking you whether, since 
they didn’t come to Congress for an appropriation, whether the $85 
billion came from fees charged to member banks, was newly print- 
ed money, or some combination of the both. 

Mr. Paulson. I don’t believe it came from fees charged from 
member banks. 

Mr. Tierney. All right, thank you. Now, we got to the point 
where a decision had to be made about whether or not to let AIG 
go bankrupt. Later it came to a point whether or not to pay the 
counterparties 100 percent on those contracts or not. But once the 
decision was made not to let them go bankrupt, you lost any lever- 
age, really, to argue in terms of getting — being able to pay less 
than 100 percent. Is that a fair statement? 

Mr. Paulson. As I said, I didn’t participate in those decisions re- 
garding payment, and I also said we didn’t have the wind-down 
powers. 

Mr. Tierney. But you were involved — I forget how many Con- 
gresswoman Kaptur said that there were phone calls between the 
New York Fed and you. 

I will yield. 

Ms. Kaptur. 225. 

Mr. Tierney. 225 telephone conversations between the head of 
the New York Fed and you during this period of time, so I think 
we might be fair in assuming that you were discussing some of 
these matters? 

Mr. Paulson. Well, we had many matters to discuss 

Mr. Tierney. And this was one of them, right? 
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Mr. Paulson [continuing]. Over a range of things, and the mat- 
ters we discussed — we clearly discussed the rescue. As I said, I did 
not have involvement and was not discussing 

Mr. Tierney. Here is my final question. I need your help with 
this. Most people at home hear people draw the conclusion that not 
to allow AIG to go into bankruptcy would have been devastating 
because the consequences would have been severe. It would be 
enormously helpful if you could put yourself in the position of the 
local bookkeeper for a medical firm or housekeeper or lawyer or 
teacher’s aide. How specifically would that individual have been 
harmed if you had not made the decision to not allow AIG to go 
bankrupt? What would have been the consequence to them? 

Mr. Paulson. And that is the right question. Congressman, be- 
cause they were the real victims. They would have lost jobs, would 
have lost 

Mr. Tierney. But how? How would that have happened? Show 
me, from the time you made the decision, what would it have spi- 
raled down to affect their lives. 

Mr. Paulson. Well 

Mr. Kucinich. The gentleman’s time has expired, but the wit- 
ness would be pleased to answer his question, I hope. 

Mr. Paulson. OK. What I believe, we were — at around the time 
of the AIG rescue, when markets were frozen, we had a situation 
in this country where even blue chip industrial companies were 
having trouble financing. I knew we were on the brink. That if AIG 
had gone down, I believe that we would have had a situation where 
Main Street companies, industrial companies of all size would not 
have been able to raise money for their basic funding, and they 
wouldn’t have been able to pay their employees, they would have 
had to let them go. Employees wouldn’t have paid their bills. This 
would have rippled through the economy. 

Today, Congressman, we have, after everything that was done, 
all the resources, we have 10 percent unemployment. I believe we 
easily would have had 25 percent unemployment. Today we have 
home prices that have dropped precipitously in some parts of the 
country. Home prices would have gone much lower. AIG guaran- 
teed tens of billions of dollars of savings for retirement savings for 
Americans. There would have been great losses. This would have 
been an economic nightmare. 

Mr. Kucinich. Thank you, Mr. Paulson. 

Mr. Tierney. Thank you. 

Mr. Kucinich. The Chair recognizes Mr. Sender. 

Mr. Souder. Thank you. I have a variation of the same question 
you were just going through, because one of the problems we have 
is that it appears that AIG was treated differently than other com- 
panies throughout this whole thing in this sense, that the holders 
of the debt were paid at par, which means that, in effect, the banks 
got 100 percent but, for example, GM creditors, small businesses 
all across America, and other companies that were let go, they got 
10 cents on the dollar or 30 cents on the dollar; and it is part of 
a fact, a perception that was unfair, that Wall Street was covered 
but Main Street wasn’t, in debt. 

Now, AIG was different in what sense? Now, I know — was it 120 
separate finance companies and 80 insurance, or is that flipped? 
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Something like that. In other words, it was a collection, it wasn’t 
one. 

Mr. Paulson. It was a big complex collection of companies, cor- 
rect. 

Mr. SouDER. And that if the insurance divisions were separated 
and came under State, part of the argument is State regulation, 
that they were so intertwined with the finance. 

But let me ask one other question before we get into details of 
that. You said bankruptcy wasn’t an option, but it also meant that 
did you try to put pressure on the people who held the debt to 
write down some of their debt, or once you made the statement “we 
weren’t going to let it fail,” were they just playing hardball in say- 
ing we weren’t going to write down anything? Why didn’t they get 
the same pressure that GM suppliers had and everybody else to 
write down their debt? 

Mr. Paulson. As I have said — and this isn’t me trying to suggest 
anything was done wrong — I had nothing to do with that, so I was 
not involved in the negotiation. I was not involved in anything sur- 
rounding those payments. But I will explain one thing to you which 
is fundamental for you to understand is the Government — we have 
an antiquated regulatory system and a lack of the necessary au- 
thorities. So if there was a bank, there is a way to wind that down. 
But this was a non-bank and there was 

Mr. SouDER. OK, I understand that. Let me 

Mr. Paulson. There is no way to avoid it. 

Mr. SouDER. Let me ask you — there is no way except the threat 
of real bankruptcy. If you are a bank and think you can negotiate 
at par and get a full percent, and you don’t have a threat of bank- 
ruptcy, the question is did anybody threaten them? 

Did anybody say that we are not going to — I mean, did we, in 
effect, yield the debate at the be^nning, they played hardball, and 
we had no way to do it; that if in effect you would have even 
threatened to say, hey, we can cover the insurance people, but the 
finance side over here, you better negotiate down or that side will 
go bankrupt, and then you would wind up probably having to do 
what we did in TARP anyway, which was put cash reserves into 
the banking system to try to cover the fact that the bankruptcy 
went out. 

Would that not be true? In other words, had they gone bankrupt 
and there really was a catastrophic threat — which I believe, be- 
cause I voted for TARP — a catastrophic threat, wouldn’t you have 
just had to put more money in the banking system, but not nec- 
essarily at par? 

Mr. Paulson. As I said. Congressman, I wasn’t involved in that, 
so I can’t 

Mr. SouDER. You are saying the New York Fed did that. 

Mr. Paulson. I can’t comment beyond what I have said. 

Mr. SouDER. When you got involved, once TARP was there, the 
decision was already made that it wasn’t going to go bankrupt, is 
that correct? 

Mr. Paulson. When I — first of all, I was involved in supporting 
the initial rescue, and then 

Mr. SouDER. So you were involved. Just a second. You were in- 
volved? 
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Mr. Paulson. Yes. 

Mr. SouDER. And did you advise the Fed to try to get what they 
could and not to pay at par? 

Mr. Paulson. What the Fed — the initial rescue was not the — was 
not when they dealt with the payment to counterparties. So I sup- 
ported the Fed on the initial loan, and then, later, in November, 
the situation had deteriorated to the point and values in insurance 
businesses all around the world had deteriorated to the point that 
this was a company that would go down without capital. So now 
we had capital and my team and I participated in making that de- 
cision, made the decision to put $40 billion of equity into AIG. 

Mr. SouDER. The problem that I have is that it appears to me 
that AIG was treated differently, so much so. Even listening to 
that, it is like, “well, we put some money in initially and then we 
put more money in because they couldn’t fail;” where, in the 
other — everything from Citibank to Merrill Lynch to everything 
else there were processes where there were conditions on money 
coming in, where there were guidelines on money coming in and 
they used the leverage of the threat of bankruptcy to do that. Then, 
in this case, it appears that it was different, and it partly is that 
the creditors were different. 

Furthermore, some of the critical information here was withheld 
from being public at the request of the New York Fed. Had that 
been public, people would have seen it. And there was an attempt 
to even keep it quiet because that was critical, that information, to 
understand what was going on behind. And it is extremely frustrat- 
ing to all of us on this committee — you can hear it in different 
types of questions — about how this came to be, and I don’t think 
there has been a compelling case made that AIG is unique. 

Mr. Kucinich. The gentleman’s time has expired, but I would 
say that if Mr. Paulson wants to respond to the gentleman, you 
may do so, and, if not, we will go to the next questioner. 

Mr. Paulson. I have no response. 

Mr. Kucinich. OK. I thank the gentleman. 

The Chair recognizes Mr. Kanjorski. 

Mr. Kanjorski. Thank you very much, Mr. Chairman. 

Welcome back, Mr. Paulson. You really miss Washington, I as- 
sume. 

Mr. Paulson. You can’t guess how much. 

Mr. Kanjorski. I listened to the comments of the Secretary, your 
successor, and now you, and I am listening to the Members’ ques- 
tions and how much memory is lost in a year or 14 months from 
those fateful days in September and October, which all of us hope 
we never relive, but, in fact, were very much significantly different 
than today, and the coolness of being able to answer. 

One of the questions I was particularly interested in, because I 
was very involved at that time with AIG and what was happening 
from my aspect of having some jurisdiction over insurance, is that 
as I understand it, because of Financial Products in London was 
without assets and had a tremendous involvement in counterparty 
positions for about $2.8 trillion, and whose counterparty positions 
were starting to fail and they had to honor them, their initial inter- 
nal decision of AIG was to use the assets of the world’s largest in- 
surance company, and they sought permission and it was pending 
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and finally approved by their regulator, the State of New York, to 
take assets out of the insurance companies, about $30 billion, and 
use those assets to cover their exposed counterparty and positions. 

Now, if that had happened at that time, those insurance compa- 
nies would have failed because their assets would have been taken, 
converted, and there wouldn’t have been enough to cover the 
counterparties, so it would have wiped out the insurance compa- 
nies, which in turn would have affected every insurance holder in 
the country that was involved with AIG at the time, and would 
have been a catastrophic collapse of the insurance industry, not- 
withstanding the counterparty derivative position. 

Now, luckily, the regulator in the State of New York didn’t grant 
us permission to use that $30 million until much later, when it was 
futile. At that point, the losses on the counterparty positions, I 
think, rose to $55 billion and were climbing on a daily basis, and 
that is when the infusion of funds that you talk about, adding eq- 
uity to AIG or the capacity through the use of Government funds 
to cover those counterparty losses. They didn’t cover all those 
losses and, subsequently, within probably 30 days, another huge 
amount of money was infused into AIG’s various corporate struc- 
tures to get some stability. 

And not that I could say nothing has changed from that, but that 
was the significant circumstances in this month or 2 months after 
September 18th that everybody was faced with. But, as I under- 
stand it, the Federal Reserve was the person with the checkbook 
under the incidence under 3.13 powers, they were just plugging 
that money in. 

And it wasn’t a decision made at the Secretary’s level of Treas- 
ury or at the Presidential level, it was a Federal Reserve regulator 
level that was making that decision; and I dare say regulator not 
for AIG, but regulator that had regulation over some of the largest 
banking institutions in the world, that if their counterparty posi- 
tions weren’t honored, they would have immediately collapsed. And 
that is what we were calling the meltdown. Everything was going 
to implode and you had to stop it at the headwaters, not wait until 
it got out to the little dams out in the stream. 

Is that relatively the correct position? 

Mr. Paulson. I would say, without signing off on every fact you 
mentioned, I would say you’ve got it in the sense that this was a 
very complex company and there was — if it had gone into bank- 
ruptcy, it would have been a huge mess and it would have — one 
part of the company would have contaminated the other and it 
would have rippled through the U.S. economy, and the result would 
have been absolute disaster. 

Mr. Kanjorski. Mr. Chairman, I know there are other question- 
ers. I have had the opportunity to ask some today, so I yield back 
the balance of my time. 

Mr. KuciNICH. I thank the gentleman for his courtesy. 

Before I recognize Mr. Bachus, I want to take the liberty, as 
Chair, to recognize students from Padua Franciscan High School in 
Parma, OH, visiting the Capitol and seeing their government at 
work right here. So welcome, you and your teacher and we are 
pleased that you stopped by for a visit. Thank you. 

The Chair recognizes Mr. Bachus of Alabama. 
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Mr. Bachus. Welcome, former Secretary. Secretary Paulson, 
March 2009, March 16th was when AIG was — the payments were 
made to AIG or guaranteed. Leading up to that, you participated 
in several meetings about AIG, is that correct? 

Mr. Paulson. Prior to March of 

Mr. Bachus. Of 2009. 

Mr. Paulson. Prior to March? Yes, I had a number of meetings 
about AIG as we were putting in capital. 

Mr. Bachus. I know one of the meetings — I am looking at March 
24th, my questioning of Mr. Geithner, he mentions. Secretary 
Geithner, that you — he said that he and you met with AIG to dis- 
cuss Lehman’s failure. 

Mr. Paulson. To discuss what? 

Mr. Bachus. September 14th. Now, that was 2 days before. 

Mr. Paulson. Oh, yes. You are saying — you were talking about 
March 2009. I think you are talking about September 14, 2008. 

Mr. Bachus. That is right. OK. I stand corrected. That discus- 
sion — ^but you participated in some of the discussions about AIG 
and their financial condition leading up to 

Mr. Paulson. Yes. And that weekend of September 13th and 
14th was the weekend when we had financial institutions together 
working to come up with a solution to prevent the failure of Leh- 
man, and it was that weekend that we learned also about AIG, and 
I had two meetings over the course of that weekend at the New 
York Fed with Tim Geithner, with officials from AIG. 

Mr. Bachus. In those meetings, was there any discussion of ask- 
ing the counterparties to take less than 100 percent? 

Mr. Paulson. Was there any discussion of what? 

Mr. Bachus. Any discussion of the counterparties taking less 
than 100 percent? 

Mr. Paulson. I certainly don’t recall any. We were talking about 
the financial problems that AIG had and it was clearly — they clear- 
ly had issues with counterparties. 

Mr. Bachus. What? 

Mr. Paulson. They clearly had issues with counterparties, be- 
cause that was the crux of the issue, a potential ratings downgrade 
which would cause the company to have to post collateral. So that 
would lead to 

Mr. Bachus. So the obligation to the counterparties was dis- 
cussed? 

Mr. Paulson. Well, obviously, that was the issue. Any institution 
that is facing failure is going to have an issue with paying credi- 
tors. 

Mr. Bachus. You know, once that intervention occurred, then 
really the taxpayers, the U.S. Government owned 79.8 percent of 
AIG, more or less. Is that correct? 

Mr. Paulson. Yes. 

Mr. Bachus. That being the case, I see in this same, March 15, 
2009, this is skipping forward to March 2009. Secretary Geithner 
emailed William Dudley and Edward Quince and he said, “Where 
are you on the AIG counterparty disclosure issue? Are you for dis- 
closing or not?” 

Mr. IssA. Would the gentleman yield? Could you put up slide 1 
so they could see it? Thank you. 
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Mr. Bachus. What would your advice have heen on whether or 
not that should have been a public disclosure of the counterparties 
and their obligations? And would the fact that really the taxpayers 
own over 79 percent, almost 80 percent of the company have made 
any difference? 

Mr. Paulson. Well, as a general proposition, I am very much for 
disclosure, but I wasn’t part of this. I had nothing to do with that 
decision. And I am not going to sit here now and second guess oth- 
ers that were, you know, that I know people with strong integrity 
and good will tried to do the right thing. 

Mr. Bachus. Well, just take a situation where you do have a 
company that is, you know, 80 percent-owned by the U.S. Govern- 
ment. Would that tend to make you think that there ought to be 
disclosure of their obligations? 

Mr. Paulson. Well, public companies 

Mr. Kucinich. The gentleman’s time has expired, but you can 
answer his question. 

Mr. Paulson. I will be brief. Public companies have disclosure 
obligations and that is governed by the SEC, and I think those 
need to be adhered to. 

Mr. Bachus. Thank you. 

Mr. Kucinich. OK, I thank the gentleman. 

The Chair recognizes Mr. Cummings of Maryland. You may pro- 
ceed. 

Mr. Cummings. Mr. Paulson, good seeing you again. Let me ask 
you this. Mr. Paulson, do you realize that a lot of the American 
people believe that there is a sort of Wall Street club, and that, let 
me finish, that you all play golf together and you have a lot of fun, 
and then you, you know, when the billions come around you are 
able to kind of distribute them. 

I mean, I am just saying, do you know that is how people feel? 

Mr. Paulson. I sure do. And even though 

Mr. Cummings. Can you keep your voice up? 

Mr. Paulson. I said even though I am not a golfer, I sure know 
that is how people feel. 

Mr. Cummings. Yes, and when they see these deals going on, 
then the next thing they do is they begin to look at where people 
work, and then they see the relationships and then they say, well, 
you know, we don’t have a chance because it seems like they are 
kind of looking out for themselves, but not looking out for us. 

So, you know, you just gave a statement about transparency, 
and, you know, and I think one of the things that bothers people 
was when they don’t see transparency, then they begin not to trust. 
And when they begin not to trust, it becomes very difficult for them 
to go along with any program. 

And then when you put on top of that they can’t see themselves 
benefiting, and I know that you mentioned that if we didn’t do 
what we did, unemployment may have gone up to 25 percent, but 
it is hard for people to even see that. 

You understand? 

Mr. Paulson. Yes, I, Congressman, you have it. And that is, peo- 
ple are very, very angry, and I understand it, why they are angry, 
and they are rightfully so, because they don’t see the connection. 
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And they don’t recognize that what was done wasn’t done for the 
bank. They were going to be the victims if we didn’t step in. 

Mr. Cummings. And so among the conditions in the TARP-AIG- 
SSFI Investment Senior Preferred Stock and Warrant summary of 
senior preferred terms, as posted on the Treasury Department’s 
Web site, the following condition was noted: “The annual bonus 
pools payable to senior partners in respect of each of 2008 and 
2009 shall not exceed the average of the annual bonus pools paid 
to senior partners for 2006 and 2007.” 

Do you believe it was appropriate for Treasury to allow AIG to 
create any bonus pool for senior partners, considering it had just 
found it necessary to extend $40 billion to the firm through the 
TARP? 

Mr. Paulson. I am not going to get into second guessing deci- 
sions that were made at Treasury about bonuses. I realize this was 
a very difficult decision because the taxpayer had a lot of money 
in this company. 

Mr. Cummings. Right. 

Mr. Paulson. And this company needed to perform well and 
needed to hold the team together in order to repay taxpayers. 

Mr. Cummings. Right, and the taxpayers were saying to them- 
selves, look, these are our tax dollars. We work hard for these tax 
dollars and now these guys, who screwed up everything, are getting 
bonuses. 

Mr. Paulson. Yes, you are right. No one, me included, likes to 
see private business profit from taxpayer assistance. That makes 
people angry. And to me, I just hope that part of that anger is not 
a diversion from what we need to do, but is an incentive to fix the 
system so that we will have resolution powers and never again will 
have a company that is so big, too big to fail, so the taxpayer has 
to come and put money in; that a company can be liquidated and 
wound down in a way in which the taxpayer is not on the hook 
again. 

But so I understand there is that anger out there and that frus- 
tration. I think it is very understandable. And I think there are a 
number of ways to do something about it, but the best way to do 
something about it is reform the system so that we don’t ever again 
have to bail out a big institution, rescue a big institution. It could 
be liquidated if it fails. 

Mr. Cummings. Now, with regard to the original Treasury TARP 
investment in AIG, was this structured as a loan or as an equity 
investment? 

Mr. Paulson. Congressman, it was an equity investment. 

Mr. Cummings. And was this in the AIG parent holding company 
or in the individual subsidiaries? 

Mr. Paulson. This was in the parent. This was a $40 billion eq- 
uity investment because the company needed equity. 

Mr. Cummings. And was it made subordinate to any other credi- 
tors of AIG? 

Mr. Paulson. Well, a preferred is by definition senior to the com- 
mon, and subordinated to the other creditors. 

Mr. Cummings. And how does this compare to the various Fed- 
eral Reserve investments in AIG? 
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Mr. Paulson. Well, this is subordinate to the other Federal Re- 
serve investments in AIG because a determination was made. The 
rating agencies had basically said that you need to put capital in 
this institution or there will be a downgrade, and then they would 
have precipitated the failure. 

Mr. Cummings. And why was it structured in this way? 

Mr. Paulson. It was structured in that way because that is the 
way a preferred needs to be structured. It wouldn’t have been cap- 
ital if it hadn’t been subordinated to the other liabilities. 

Mr. Cummings. I see my time is up. 

Thank you, Mr. Chairman. 

Mr. Kucinich. I thank the gentleman. 

The Chair recognizes Mr. Stearns from Florida. You may proceed 
for 5 minutes. 

Mr. Stearns. Thank you, Mr. Chairman. 

Mr. Paulson, Mr. Ceithner has testified that he recused himself 
during this counterparty negotiation. Did you know that while you 
were Secretary of Treasury? 

Mr. Paulson. I knew that 

Mr. Stearns. Just yes or no. 

Mr. Paulson. Yes. 

Mr. Stearns. You did know. OK. 

Mr. Paulson. Tim Ceithner did not participate in any — I didn’t 
view him as a decisionmaker. I viewed him as recused. 

Mr. Stearns. OK. Did he call you up and advise you that, I have 
recused myself? Did he call you up? 

Mr. Paulson. He 

Mr. Stearns. How did he notify you? 

Mr. Paulson. Well, he told me on the phone that he did not 
think it would be appropriate for him to be viewed as a decision- 
maker. 

Mr. Stearns. Did you know he never got a letter? All he did, he 
testified that he recused himself He decided. He put up a flag and 
said, I recuse myself; I am not going to be involved with the 
counterparty negotiation. He didn’t get a — like you went to the 
White House Counsel and you went to Secretary of Treasury, you 
got a letter. He never got a letter. He never got a written confirma- 
tion of his recusal. 

Did you know that? Do you know that he was just doing it on 
his own by his own volition? 

Mr. Paulson. I did not know the details. 

Mr. Stearns. OK. Did you think a person who would recuse him- 
self in this crisis we had, that he could go about and operate in his 
present job and not have a conflict of interest? Did it ever occur to 
you to say, “gee, the chairman of the Federal Reserve is in this cri- 
sis; we are having the counterparty negotiations, and by golly, he 
is going to step aside and says he knows nothing about it.” That 
is what he is saying today. Doesn’t that seem sort of fakey to you? 

Mr. Paulson. No, it didn’t, because I thought it was an extraor- 
dinary position we had to have a presently New York 

Mr. Stearns. OK, I understand. Now, the next question in open 
testimony that his chief of staff, while he was chairman of the Fed- 
eral Reserve, was a former employee of Goldman Sachs. Did you 
know that? 
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Mr. Paulson. Yes. 

Mr. Stearns. Did you ever call his chief of staff, former employee 
of Goldman Sachs, during the process for the counterparty negotia- 
tions? Did you ever call him? If I go through the logs, will I see 
your name calling him? 

Mr. Paulson. His chief of staff, who is a former employee of 
Goldman Sachs 

Mr. Stearns. And he worked for you when you were CEO. 

Mr. Paulson. He didn’t take on that job until after I had left, 
and he had become Treasury Secretary. 

Mr. Stearns. Did you ever call him at all? If I go back to the 
logs, will I find that you called Geithner’s chief of staff, former em- 
ployee of Goldman Sachs, during the counterparty negotiations? 

Mr. Paulson. Yes, I, no, I didn’t. 

Mr. Stearns. You never called him? 

Mr. Paulson. As I said, the former — his chief of staff, I think is 
the person you are referring to 

Mr. Stearns. We didn’t k^now about it until today. 

Mr. Paulson [continuing]. Is someone who became his chief of 
staff when he became Treasury Secretary after I had left office. 

Mr. Stearns. No, he said that while he was at the Federal Re- 
serve, he was his chief of staff. That is what he said today. 

Mr. Paulson. I don’t believe that was the case. 

Mr. Stearns. OK. All right. 

Mr. Paulson. But in any event, when he was 

Mr. Stearns. OK, let me just go on. I have the time. 

Mr. Paulson. I talked with Tim. 

Mr. Stearns. Here is the problem I think a lot of us are having. 
Mr. Geithner said he was not involved with the counterparty nego- 
tiations. You are saying you were not involved. Oh, yes, you heard 
a little bit about it, but on November 6th when they gave $62 bil- 
lion to all these parties who came in and looted AIG, all you guys 
say, I knew nothing about it. And yet it appears that this hap- 
pened. 

Now, recently Michael McRaith, who is director of the National 
Association of Insurance Commissioners, told the Senate Banking 
Committee, he said, you know, if AIG had gone in bankruptcy, we 
would have taken care of it. It would have b^een an orderly disposi- 
tion. This is what he said: “AIG’s insurance operations and their 
other companies would have simply — we would have simply bought 
up AIG’s insurance assets, allowing a seamless delivery of AIG’s in- 
surance obligations.” 

So the question is, considering that the State Insurance Commis- 
sions would likely have seized AIG’s insurance subsidiaries, pro- 
tected policyholders in an AIG bankruptcy, why was it necessary 
to bail out AIG with taxpayers’ money, based upon the testimony 
of the director of the National Association of Insurance Commis- 
sioners? 

Mr. Paulson. I respectfully disagree with him, and I believe that 
it is 

Mr. Stearns. So you disagree with this guy, with all his knowl- 
edge, his years of experience? 

Mr. Paulson. I will just say many people with years of experi- 
ence had some regulatory responsibilities with regard to AIG, but 
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this company was had a huge problem, and it is case No. 1 on what 
is wrong with our regulatory system. There was no single regulator 
that had a line of sight on the total company. So there were regu- 
lators that looked at different pieces of it, and if the company had 
gone down, it would have been a huge mess. 

Mr. Stearns. Is your testimony — Mr. Geithner sort of implied. 
He scares Members of Congress. He scares the public. We are all 
scared. He said, “If AIG was not bailed out, this country would 
have collapsed.” He intimated our Constitution would not have 
been able to be enforced. There would be a revolution in this coun- 
try. 

Do you think it is at that extreme if we let AIG go bankrupt, we 
would have had that kind of collapse and revolutionary spirit in 
this country? Is that what your position is today? 

Mr. Paulson. I certainly have never said that, but what I 

Mr. Stearns. He implied that. 

Mr. Paulson. What I have said is I believe we would have had 
absolute economic disaster. 

Chairman Towns. The gentleman’s time is expired. 

I will now recognize the gentleman from Ohio, Mr. Kucinich. 

Mr. Kucinich. Thank you, Mr. Chairman. 

Secretary Paulson, thank you for being here today. 

In your testimony, you state that in your capacity as U.S. Treas- 
ury Secretary, you were not involved in any decisions with respect 
to payments to AIG’s counterparties and that you were not in- 
volved in any of the decisions concerning AIG’s disclosure of those 
payments. 

I would like to accept that at face value, Mr. Paulson, except the 
critical decisions concerning payments to counterparties were made 
after the passage of the Emergency Economic Recovery Act by Con- 
gress at your request, and the Emergency Economic Recovery Act 
made the Treasury Secretary responsible for the use of funds au- 
thorized by Congress. Negotiations on the counterparty payments 
by the Federal Reserve Bank of New York did not begin until No- 
vember 6, 2008, and the funding of the payment of the counter- 
claims was backed by funds made available under the Emergency 
Economic Recovery Act. 

So Mr. Paulson, doesn’t it make it your responsibility to know 
how those funds were used? 

Mr. Paulson. I think you will find. Congressman, and I think 
SIGTARP reported this, that the TARP investment, the $40 billion 
TARP investment, was equity, and that those funds did not go into 
this Maiden Lane vehicle where the Fed loan 

Mr. Kucinich. So you didn’t have any knowledge of the 
counterparty payment transactions? 

Mr. Paulson. I did not. 

Mr. Kucinich. Are you telling us that? 

Mr. Paulson. I did not. 

Mr. Kucinich. And are you telling us that you were not aware 
of any of the discussions leading to the counterparty payments with 
any of the principals? 

Mr. Paulson. That is what I am telling you. 

Mr. Kucinich. And you are telling us that as Treasury Sec- 
retary, you had no role whatsoever in the decision on counterparty 
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payments, that you didn’t ask anyone any questions, that you 
never expressed an opinion on the matter, and you were completely 
unaware of the nature of proposed transactions until it was con- 
summated, and no one asked you any questions about how these 
Emergency Economic Stabilization Act or the Recovery Act funds 
would be used to stabilize AIG, the one financial institution more 
than any other that was behind the crisis. You just didn’t know. 

Mr. Paulson. Well, Congressman, we asked a lot of questions 
about the $40 billion TARP equity investment. That was something 
that was our job and it was our authority. 

Mr. Kucinich. Did you ask about the counterparty payments? 

Mr. Paulson. And as I said, the loan, that was a Eed authority 
and they had the authority and the technical expertise to handle 
that. And that was their job, and we were consumed with other 
matters and had great confidence in them to carry out their re- 
sponsibilities very professionally and well. 

Mr. Kucinich. Well, you know, Mr. Paulson, no one disputes 
that you worked very hard throughout the crisis. It is well known 
you were personally talking with senior executives at all major fi- 
nancial institutions on your now legendary cell phone, which I 
might add is in the Museum of American History. 

But how is it that you played no role in the handling of this AIG 
relief? That you didn’t have an interest in it? How is it that despite 
Goldman Sachs’ extensive role as a counterparty to an agent for 
AIG in transaction, your extensive personal network of associations 
within Goldman, which extended to several Goldman alumni on 
staff at Treasury, that you can say that you didn’t have any knowl- 
edge, and by implication, no influence over the transaction? I don’t 
understand that. 

Mr. Paulson. Well, it can’t be any clearer. I assumed that Gold- 
man Sachs — knew that Goldman Sachs and I assumed most other 
major financial institutions were counterparties, but I had no 
knowledge of what the individual claims were and my concern here 
was not about counterparty claims when we rescued AIG. My con- 
cern was about what was going to happen to the American econ- 
omy and the American people. 

And again, you need to understand when we worked together, 
Eed and Treasury, we had different authorities, different respon- 
sibilities, and there was so much going on that we had a lot to do, 
and they had the authority and responsibility for dealing with the 
loan 

Mr. Kucinich. The thing that I have trouble with, though, is 
that the government gave Goldman Sachs, your former firm, a bet- 
ter deal than it had a right to expect. You heard the previous testi- 
mony here. It is mystifying how you, as Treasury Secretary, this 
could happen and you not really know anything about it unless you 
recused yourself from any discussions about AIG, or about Gold- 
man Sachs. 

Mr. Paulson. I didn’t have to recuse myself because the fact was 
no one discussed it with me, consulted with me. I was involved in 
other matters. This was a Eederal Reserve authority and they had 
the technical expertise and that was their job. 

Mr. Kucinich. Thank you, Mr. Paulson. Thank you. 

Chairman TOWNS. The time of the gentleman has expired. 
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Just so you know, we have four votes. At this time, I would ask 
if anyone has not [remarks off mic]. 

No, I am saying we have votes on the floor, and of course we 
have four votes and that we, due to previous agreement with Mr. 
Paulson, we are now going to allow him to go. 

Mr. ISSA. Mr. Chairman. 

Chairman Towns. Yes? 

Mr. IssA. Could we ask if Mr. Paulson could stay just for 5 more 
minutes to complete on our side? Two people will split time. 

Chairman TOWNS. Two? Well, let me put it this way, then. Who 
all has not had an opportunity? One, two, three. 

Mr. Paulson, could you give us another 7 minutes, and let me 
split 3 V 2 and 3 V 2 ? 

Mr. Paulson. Yes. OK. We can work it. 

Ms. Watson. Mr. Chairman, I would be willing to put mine in 
writing to Secretary Paulson if he would be willing to respond 
within a certain given time. 

Chairman TOWNS. Mr. Secretary? Yes. 

Mr. Secretary, there is a request in terms of if we give the ques- 
tions to you in writing, you will respond. 

Mr. Paulson. Yes, we will get back to you. 

Chairman Towns. Thank you very much. OK, yes. 

Mr. Burton. Mr. Paulson, you were 

Chairman Towns. Let’s see how we are going to break this down 
first. 

Mr. Burton. You were one of the chief operating officers in Gold- 
man. 

Chairman Towns. Will the gentleman yield? 

You are going to give us an additional 7, 8 minutes? 

Mr. Paulson. Is it? OK. 

Chairman Towns. OK. Good. All right, so we will break it down 
four. OK. 

Mr. Paulson. It really will be 8 minutes, right? 

Chairman Towns. Right; 8 minutes. 

Mr. Burton. You were one of the top officers for Goldman Sachs, 
right? 

Mr. Paulson. Yes, the top officer. 

Mr. Burton. And some of the people that work for Goldman 
Sachs went to work for Mr. Geithner? 

Mr. Paulson. I believe I know 

Mr. Burton. Yes. And when you left Goldman Sachs and went 
to the Treasury, you were there 3 years and you got $200 million 
in tax benefits because you didn’t have to pay capital gains on $500 
million worth of stock. Right? 

Mr. Paulson. I would strongly disagree with that because 

Mr. Burton. Well, that is what has been reported. 

Mr. Paulson. Let me just 

Mr. Burton. Well, it is OK. You can respond. I will send a ques- 
tion to you in writing. 

Mr. Paulson. OK. 

Mr. Burton. The concern I have is the same concern Mr. Stearns 
has. You came before our Caucus very nervous, saying, oh, my 
gosh, the sky is falling. We have to come up with this money very, 
very quickly. You actually were visibly nervous when you came be- 
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fore our Caucus. And then we have this bailout of AIG, and you 
don’t know anything about it. Mr. Geithner had nothing to do with 
it. 

It just really boggles the mind that some of the biggest people 
involved in this whole thing from beginning to end had nothing to 
do with it. They didn’t know. It makes you want to think that some 
clerk someplace was making these decisions. I don’t think anybody 
is going to buy that. 

You and Mr. Geithner and others were directly involved in mak- 
ing this decision, were you not? 

Mr. Paulson. Of course we were directly involved, and I said it 
in my testimony. I heard Mr. Geithner’s testimony. I heard him say 
the same thing. I was very supportive of that decision to prevent 
the failure of AIG. 

Chairman Towns. The gentleman’s time has expired. I yield to 
the gentleman — who is next on my side? Mr. Lynch. 

Mr. Lynch. Thank you, Mr. Chairman. 

Chairman Towns. Two minutes. 

Mr. Lynch. Right. 

Mr. Secretary, I need to make this happen in 2 minutes. You 
were centrally involved with the negotiations regarding Bear 
Stearns when you insisted on a very, very low price on the part of 
the Bear Stearns shareholders in order to protect the taxpayer. It 
has been reported that you were very supportive of a $2 a share 
price in order to protect the taxpayers’ interest. 

And yet in this situation with AIG, and you were the CEO of 
Goldman Sachs back in 2006. There was a longstanding relation- 
ship there between AIG and Goldman Sachs that you were well 
aware of Goldman Sachs was a major counterparty on a lot of 
these credit default swaps with AIG when you were the CEO at 
Goldman, and that relationship continued after you left. 

You would have known that these people were — that Goldman 
was exposed here with these credit default swaps when the money 
went from the taxpayer to AIG and through to your former com- 
pany. 

And I guess the question that everybody has here is why, when 
you insisted on Bear Stearns taking a big haircut, why did you 
allow Goldman to be reimbursed, your former company, at 100 
cents on a dollar in that situation? Why did you not weigh in on 
behalf of the taxpayer? 

Mr. Paulson. As I have said on a number of occasions, I did not 
know. I had no knowledge of the size of the claim of any bank and 

1 had no involvement in a decision to make payments to the 
counterparties. None whatsoever. I was very supportive of the res- 
cue of AIG because a failure of that company would have been dis- 
astrous. 

Mr. Lynch. Especially to Goldman Sachs. 

Chairman Towns. The gentleman’s time has expired. 

Mr. Lynch. It would have been disastrous to the American peo- 
ple. 

Chairman TOWNS. The gentleman’s time has expired. And I yield 

2 minutes to the gentleman from Ohio, Mr. Jordan. 

Mr. Jordan. Thank you, Mr. Chairman. 
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Mr. Paulson, I want to clarify the chain of events surrounding 
the original request for the TARP dollars, original request to Con- 
gress. You came to the Congress, everyone on this committee, I 
think everyone in Congress, would admit you came to us in Sep- 
tember and said, we need the money to huy troubled assets, toxic 
assets. 

As everyone knows, at some point you changed your mind. When 
did you change your mind and decide you weren’t going to purchase 
the troubled assets, you were going to inject capital into the banks? 
When did that happen? 

Mr. Paulson. I changed my mind. I came to Congress on Sep- 
tember 18 th. 

Mr. Jordan. Congress first voted it down. October 3rd, we voted 
for it. When did you change your mind? 

Mr. Paulson. It was our strategy when I came to Congress to 
buy illiquid assets, purchase illiquid assets. 

Mr. Jordan. When? We have 2 minutes. When did you change 
your mind? 

Mr. Paulson. Two weeks went on, and it was by the time 

Mr. Jordan. Before the vote on October 3rd or after the vote? 
When did you change your mind? 

Mr. Paulson. I had begun considering putting capital into the 
banks as one option as we got near the final vote, but I had not 
changed my mind yet on the strategy. And I will say one other 
thing to you, right up even after we put capital in the banks, which 
we were forced to do by changing circumstances 

Mr. Jordan. Did you change your mind before the vote or after 
the vote, because we have the interchange 

Mr. Paulson. I changed my mind after the vote because I did 
not change — could I just say this? I did not change my mind on 
purchasing illiquid assets until mid to late October after we put the 
capital in. 

Mr. Jordan. Just so I am clear, you are saying you didn’t change 
your mind until after the vote. I want to point to this, the book, 
David Wessel’s book that came out. In The Fed We Trust, page 
226, 227, and you have just been given a copy of what it says. The 
House of Representatives rejected the Bush administration’s bank 
rescue plan on the 29th of 2008. The next morning, Mr. Paulson 
ran into Michele Davis, the spokeswoman and policy coordinator in 
the Treasury Building. “I think we are going to have to put equity 
in the banks,” he said, despite what Paulson had told Congress, 
buying toxic assets was going to take too long. Davis gave him a 
blank stare, “we haven’t even gotten the bill through Congress,” 
she remembered thinking. “How are we going to explain this?” she 
told her boss. “We can’t say that now.” He took the advice. 

So again, I am asking you, was it before or after, because you 
have said two different things. You said I started thinking about 
it, but you said I didn’t make the decision until after, but you sold 
the Congress on the simple fact that you were going to buy the 
troubled assets. That is why they needed the money. 

Mr. Paulson. If you would let me 

Mr. Jordan. And your spokesman directly contradicts that. 

Mr. Paulson. Congressman, let me answer the question. Give 
me a minute to answer the question. 



158 


During that period, when Congress was acting, the situation 
worsened considerably. As we got near the final vote, it was begin- 
ning to be clear to me that we were going to need to think through 
other options. But long after, even after we put capital in the 
banks, OK, even after 

Mr. Jordan. Did you express that concern to the Congress? 

Chairman Towns. The gentleman’s time has expired. 

Mr. Paulson. Let me finish it. Even after we put capital in the 
banks, it was still my intent to proceed with an illiquid asset pur- 
chase program until we got into late October. 

Mr. Jordan. Let me ask you one question. 

Chairman TOWNS. I am sorry, the gentleman’s time is expired. 

I now yield 2 minutes to the gentleman from Maryland, Mr. Van 
Hollen. 

Mr. Van Hollen. Thank you, Mr. Chairman. 

Thank you, Mr. Paulson, and I accept your testimony that failure 
to act and to enact a financial rescue plan would have led to, as 
you said, economic disaster. 

When you and President Bush came before the Congress in an 
emergency, you submitted a plan that did not include at the time 
a mechanism to make sure that the taxpayer would recoup any dol- 
lars that had been extended to the financial sector. 

The Congress at that time inserted a provision requiring the 
President, whoever that President may be, to submit a plan to re- 
cover those funds on behalf of the taxpayer. President Obama has 
now done that in proposing a fee. 

And my question to you is, do you agree that, given everything 
that taxpayer did to save the financial industry, that in addition 
to taking measures to prevent this from happening in the future, 
we should also make sure that we put in place a mechanism to re- 
cover the moneys that went to Wall Street and other financial 
banks as part of the rescue? 

Mr. Paulson. I do agree with that, but the provision that was 
put into the TARP legislation envisioned, contemplated looking at 
a 5-year window, and at the end of the 5-year time period, if the 
taxpayer hadn’t recovered the money, then there was going to be 
a tax. 

Now, today, as I look at the circumstance, the money is going to 
come back from the banks, in my judgment, with a profit to the 
taxpayer. And it is too early to tell about to what extent the money 
is going to come back from the rest of the program. I frankly think 
that the taxpayers will end up being pleasantly surprised and 
much more will come back. 

So my only question about the tax that is being suggested is, is 
it too soon to make that judgment. No. 1. But most importantly, 
I don’t want that to take our focus off of dealing with what is the 
real problem. We better fix this system so it doesn’t happen again. 

Mr. Van Hollen. But would you agree there should be a mecha- 
nism in place to ensure that at the end of the day, the taxpayer 
recoups 100 percent of the TARP moneys? 

Mr. Paulson. Yes, that was the intent of Congress and I think 
that is the right thing to do. I agree. 

Mr. Van Hollen. Thank you. Thank you, Mr. Paulson. 

Ms. Norton [presiding]. Thank you, Mr. Paulson. 
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Mr. Paulson. Madam Congresswoman. 

Ms. Norton. Yes? 

Mr. Paulson. I had agreed to stay for another 8 minutes. It has 
heen 10 minutes. 

Ms. Norton. For that reason, I dismiss the gentleman who had 
the time to tell him his time had passed, and for the committee, 
and especially for Chairman Towns, may I thank you for not only 
8 minutes, but 10 minutes. 

Mr. Paulson. Thank you. Thank you. [Laughter.] 

Ms. Norton. We would like to call the third panel. 

Our final witnesses for today’s hearing are Neil Barofsky, the 
Special Inspector General for TARP; Thomas Baxter, who is gen- 
eral counsel and executive vice president of the Federal Reserve 
Bank of New York; Elias Habayeb, the former chief financial officer 
of the Financial Services Group of AIG; and Stephen Friedman, the 
former chairman of the Board of Directors of the Federal Reserve 
Bank of New York, and current member of the Board of Directors 
of Goldman Sachs. 

May I ask the witnesses to stand while I administer the oath? 
[Witnesses sworn.] 

Ms. Norton. Let the record reflect that the witnesses have an- 
swered I the affirmative. You may now be seated. 

I will ask the witnesses to summarize their testimony in 5 min- 
utes. The yellow light means you have a minute left. The red light 
means stop. 

And then, of course, we will have time for questions from Mem- 
bers. 

All the witnesses have opening statements, so I believe that 
given the four votes, that Members will be back by the time your 
statements are done, for questions. I thank you. 

Mr. Barofsky, would you present your testimony first? 

STATEMENTS OF NEIL M. BAROFSKY, SPECIAL INSPECTOR 
GENERAL FOR THE TROUBLED ASSET RELIEF PROGRAM; 
THOMAS BAXTER, GENERAL COUNSEL AND EXECUTIVE VICE 
PRESIDENT, FEDERAL RESERVE BANK OF NEW YORK; ELIAS 
HABAYEB, FORMER SENIOR VICE PRESIDENT AND CHIEF FI- 
NANCIAL OFFICER, FINANCIAL SERVICES DIVISION, AMER- 
ICAN INTERNATIONAL GROUP, INC.; STEPHEN FRIEDMAN, 
FORMER CHAIRMAN, FEDERAL RESERVE BANK OF NEW 
YORK 


STATEMENT OF NEIL M. BAROFSKY 

Mr. Barofsky. Thank you. Madam Chair. 

It is an honor to once again be back testifying before this com- 
mittee. I would like to thank this committee for the support it has 
shown our office, as well as its leadership and tenacity in bringing 
about transparency to the AIG bailout generally, and in particular 
to the counterparty payments. 

This past November we issued our audit, an audit that was re- 
quested by Representative Cummings and 26 other Members of 
Congress, including members of this committee, reporting on the 
decisionmaking process that led to then-President Geithner and the 
Federal Reserve making the decision, the choice to pay 100 cents 
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on the dollar, effectively par value, for a series of securities that 
at the time were worth less than half of that amount. 

And as we demonstrate in the audit, that was in fact a choice, 
a series of policy choices that were made that limited the ability 
of the Federal Reserve in its negotiations, and a choice to conduct 
the negotiations in the way that they did. 

And in our audit and in our testimony, we lay out the different 
justifications and explanations given by the Federal Reserve, many 
of which Secretary Geithner repeated this morning, and our re- 
sponses, and in some cases our criticisms of those policy decisions. 

What I would like to focus on today, though, is expanding a dif- 
ferent theme in the audit, and that is looking at the tone and the 
amount of effort that went into those negotiations, even assuming 
all those policy decisions which restricted the latitude of the Fed- 
eral Reserve. 

How are those negotiations conducted? Well, essentially a num- 
ber of mid- and senior-level executives at the FRBNY reached out 
to their counterpart at AIG’s counterparties. They did this basically 
over the telephone, and after informing them that even the negotia- 
tions themselves were voluntary, they asked if they would be will- 
ing to take a haircut on the amount of concession. For seven of the 
eight, the answer was “no.” For the eighth, UBS, the answer was 
“yes” so long as the other counterparties also agreed to a similar 
concession. 

The Federal Reserve at that point decided to shut down negotia- 
tions; not to pursue that willingness to negotiate; and decided with 
the approval of Secretary Geithner, to pay 100 cents on the dollar. 
Now, this stands in stark contrast to a negotiation that occurred 
just a few weeks earlier. And this, of course, was the negotiation 
by which the government purchased $125 billion of preferred secu- 
rities from the nine largest institutions as part of the TARP’s Cap- 
ital Purchase Program. There, unlike in AIG, it was the principals 
that were involved: President Geithner, Secretary Paulson, and 
Chairman Bernanke on behalf of the government. And on behalf of 
the counterparties: the banks — some of the exact same banks that 
were subject to the AIG discussions — and the chief executive offi- 
cers. There, unlike in AIG, the conversations weren’t conducted 
over the telephone. Each of those CEOs was summoned to Wash- 
ington and told to appear in a Treasury conference room, gathered 
together. And there, unlike in AIG, the message was forceful. 
President Geithner, Chairman Bernanke, Secretary Paulson and 
others, made it very clear of the importance that they believed that 
this negotiation was; how important it was for the banks to agree. 
They used the terms like “that it would be good for the country for 
them to do so.” 

No such similar effort was taken with respect to the AIG negotia- 
tions, and the result of the Capital Purchase Program: 100 percent 
agreement. The result of the AIG, as we all know, were failed nego- 
tiations. 

Now, would it have made a difference if President Geithner or 
Secretary Paulson got on the phone and talked to those chief execu- 
tive officers? Would it have resulted in the savings of billions or 
tens of billions of dollars for the taxpayer? We don’t know. We can’t 
know. But we do know, because we have recently been informed by 
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the French regulator, the same regulator that the Federal Reserve 
cited their intransigence as being one of the great barriers to 
achieving effective negotiated haircuts, that recently told SIGTARP 
that in fact they would have been willing to engage in just such 
a negotiation, so long as it was at a very high level, so long as it 
was completely transparent, and as long as it was universal agree- 
ment, everyone came around the table. 

And we also know that if such negotiations occurred and were 
successful, they would have addressed all of the concerns that Sec- 
retary Geithner addressed this morning, and many of the concerns 
that are outlined in our audit of concerns by the Federal Reserve. 
But we will never know because that effort was simply not taken. 

Madam Chair, our audit covers, I see my time is running low, 
our audit obviously covers a lot of other issues, as does our testi- 
mony, including some of the recent troubling comments from Treas- 
ury that impact transparency, and of course, I will be available to 
answer any questions that you or other Members of the committee 
may have. 

Thank you. 

[The prepared statement of Mr. Barofsky follows:] 
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Chairman Towns, Ranking Member Issa, and Members of the Committee, I am honored 
to appear before you today to discuss SIGTARP’s audit examining the factors affecting efforts to 
limit payments to American International Group (“AIG”) counterparties that was released back 
in November,' as well as to discuss several troubling issues that have come to light since the 
audit was released that relate to whether the Government has been fully transparent with the 
American people with respect to the AIG transactions. 

Before 1 begin, I would like to thank the Committee for both its strong support and its 
leadership on this issue. SIGTARP’s audit was commenced as the result of a letter request made 
by Congressman Cummings and 26 other Members of Congress, including several members of 
this Committee, and the tenacity and leadership demonstrated by the Chairman, Ranking 
Member and many other members of this Committee has been crucial in continuing the drive for 
transparency and accountability on the AIG bailout in general and the counterparty payments in 
particular. 

FACTUAL BACKGROUND 

In September 2008, AIG was on the brink of collapse, unable to access credit in the 
private markets and bleeding cash. On September 16, 2008, the Federal Reserve Bank of New 
York (“FRBNY”), pursuant to the authorization of the Board of Governors of the Federal 
Reserve System (“Federal Reserve Board,” and, collectively with FRBNY, “Federal Reserve”) 
provided AIG with an $85 billion loan. On November 10, 2008, tlie Federal Reserve and the 
Department of the Treasury (“Treasury”) announced the restructuring of the Government’s 
financial support to AIG. As part of this restructuring, the Federal Reserve Board authorized 
FRBNY to lend up to $30 billion to Maiden Lane III, a newly formed limited liability company. 
Pursuant to this authorization, FRBNY lent $24,3 billion to Maiden Lane III, which, in 
' A copy of the audit is appended hereto for the Committee’s reference. 
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combination with a $5 billion equity investment from AIG, was used to fund the purchase of 
assets from counterparties of American Internationa! Group Financial Products (“AIGFP”) 
having a fair market value of about $27.1 billion. In exchange for that payment and being 
permitted to retain $35 billion in collateral payments that had been previously made by AIG 
(including billions in collateral payments made possible by the FRBNY loan), the counterparties 
agreed to terminate their credit default swap contracts — insurance-like contracts intended to 
protect the underlying assets — with AIGFP. Because the counterparties were both paid the fair 
market value of the assets underlying the credit default swap contracts and pennitted to keep the 
collateral that had previously been posted; the counterparties were effectively paid the par value 
of the underlying assets. 

In light of this factual context, and consistent with the issues raised by Congressman 
Cummings and others, SlGTARP’s audit addressed ( 1 ) the decision-making processes leading up 
to the creation of Maiden Lane 111, (2) why AIG’s counterparties were paid effectively at par 
value, and (3) AIG’s current exposure to credit default swaps outside Maiden Lane III. 

SIGT ARP’S AUDIT FINDINGS 

SIGTARP's audit, which was issued on November 1 7, 2009, found that, when first 
confronted with the liquidity cri.sis at AIG, the Federal Reserve Board and FRBNY, who were 
then contending with the demise of Lehman Brothers, turned to the private sector to arrange and 
provide funding to stave off AIG’s collapse. Confident that a private sector solution would be 
forthcoming, FRBNY did not develop a contingency plan, and, when private financing fell 
through, FRBNY was left with little time to decide whether to rescue AIG and, if so, on what 
tenns. Having witnessed the dramatic economic consequences of Lehman Brothers’ bankruptcy 
just hours before, senior officials at the Federal Reserve and Treasury detenuined that an AIG 
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bankruptcy would have far greater systemic impact on the global financial system than Lehman’s 
bankruptcy and decided to step in to prevent that result. 

Not preparing an alternative to private financing, however, left FRBNY with little 
opportunity to fashion appropriate tenns for the support, and, believing it had no time to do 
otherwise, it essentially adopted the tenn sheet that had been the subject of the aborted private 
financing discussions (an effective interest rate in excess of 1 1 percent and an approximate 80 
percent ownership interest in AIG). albeit in return for $85 billion in FRBNY financing rather 
than the S75 billion that had been contemplated for the private deal. In other words, the decision 
to acquire a controlling interest in one of the world’s most complex and most troubled 
corporations was done with almost no independent consideration of the tenns of the transaction 
or the impact that those terms might have on the future of AIG. 

The impact of those tenns, however, soon became apparent to FRBNY. In a matter of 
days, FRBNY officials recognized that, although the S85 billion credit line penuitted AIG to 
meet billions of dollars of collateral calls and thus avoid an immediate bankruptcy, its terms were 
unworkable. Among other things, the interest rate imposed upon AIG was so onerous that, if 
unaddressed, the burden of servicing the FRBNY financing greatly increased the likelihood that 
there would be further credit rating downgrades for AIG, a result that FRBNY officials believed 
would have "devastating” implications for AIG. For this and other reasons, modification of the 
original tenns thus became inevitable. One example of such modification was Treasury’s $40 
billion investment in AIG in November 2008 through the Troubled Asset Relief Program 
(“TARP”) — which was used to pay down the FRBNY loan in part. Another was termination of 
a portion of AlG’s credit default swap obligations made possible through the creation of Maiden 
Lane III. 
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A significant cause of AIG’s liquidity problems stemmed from its obligations to post 
collateral (cash payments that equaled the drop in value of the underlying securities) in 
connection with AIGFP’s credit default swap contracts. To avoid the necessity for AIG to 
continue to post collateral and to reduce the danger of further rating agency downgrades, by early 
November 2008, FRBNY decided to create Maiden Lane III, a special purpose vehicle, to retire a 
portion of AIG’s credit default swap portfolio by purchasing the underlying CDOs from the swap 
counterparties, which eased pressure on FRBNY’s credit line and transferred the issues with 
these contracts off of AIG’s balance sheet and on the Federal Reserve’s, 

When considering the amount of payment for the underlying CDOs for the Maiden Lane 
111 transaction, FRBNY decided to attempt to seek concessions, or “haircuts,” from the 
coiinteiparties. FRBNY contacted by telephone eight of AIG’s largest counterparties over a two- 
day period and attempted to obtain such concessions from the counterparties. Although one 
counterparty, UBS, was willing to make a modest 2 percent concession if the other 
counterparties did so, FRBNY’s attempts to obtain concessions from the others were completely 
unsuccessful, and FRBNY decided to pay the counterparties the full market value of the CDOs, 
which, when combined with the already posted collateral, meant that the counterparties were 
effectively paid full face (or par) value of the credit default swaps, an amount far above their 
market value at the time. 

On November 7th, 2008, FRBNY employees involved with the negotiations reported to 
then-FRBNY President Geithner on the efforts to convince AIG counterparties to accept haircuts 
on their claims against AIG in return for unwinding the CDS contracts. Noting both the 
willingness of UBS to negotiate a small haircut and the generally negative reactions from the 
other counterparties, these FRBNY officials recommended that FRBNY cease negotiations and 
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proceed with paying the counterparties the market value of their underlying CDOs and 
pemiitling them to keep the collateral already posted, effectively paying them par for securities 
that collectively had a market value, based on the amount of the collateral payments, of 
approximately 48 cents on the dollar. According to these FRBNY executives, then-President 
Geithner “acquiesced” to the executive’s proposal. When asked by SIGTARP if the executives 
felt they had received their “marching orders” from then-FRBNY President Geithner to pay the 
counterparties par, one FRBNY official responded “yes, absolutely." 

The decision to pay effective par value was then brought before the Board of Governors 
of the Federal Reserve, which gave its approval. According to the General Counsel for FRBNY, 
officials from Treasury were not involved in the negotiations of concessions with AlG’s credit 
default swap counterparties. The Chief Compliance Officer for Treasury’s Office of Financial 
Stability at the time also told SIGTARP that Treasury was not involved with the Maiden Lane III 
transaction and, when asked about who at Treasury SIGTARP should speak with regarding the 
transactions, he responded that Secretary Geithner was the appropriate official. 

In pursuing the counterparty negotiations, FRBNY made several policy decisions that 
severely limited its ability to obtain concessions. FRBNY officials told SIGTARP that: FRBNY 
detennined that it would not treat the counterparties differently, and, in particular, would not 
treat domestic banks differently from foreign banks — a decision with particular import in light 
of what FRBNY officials recounted was the reaction of the French bank regulator which, 
according to FRBNY, refused to allow two French bank counterparties to make concessions; 
FRBNY refused to use its considerable leverage as the regulator of several of these institutions to 
compel haircuts because FRBNY was acting on behalf of AIG (as opposed to in its role as a 
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regulator); FRBNY was uncomfortable interfering with the sanctity of the counterparties’ 
contractual rights with AIG, which entitled them to full par value; FRBNY felt ethically 
restrained from threatening an AIG bankruptcy because it had no actual plans to carry out such a 
threat; and FRBNY was concerned about the reaction of the credit rating agencies should 
imposed haircuts be viewed as FRBNY backing away from fully supporting AIG. Although 
these were certainly valid concerns, these policy decisions came with a cost — they led directly 
to a negotiating strategy with the counterparties that even then-FRBNY President Geithner 
acknowledged had little likelihood of success. 

FRBNY’s decision to treat all counterparties equally (which FRBNY officials described 
as a “core value” of their organization), for example, gave each of the major counterparties 
effective veto power over the possibility of a concession from any other party. This approach 
left FRBNY with few options, even after one of the counlerpartics indicated a willingness to 
negotiate concessions. It also arguably did not account for significant differences among the 
counterparties, including that some of them had received very substantial benefits from FRBNY 
and other Government agencies through various other bailout programs (including billions of 
dollars of taxpayer funds through TARP), a benefit not available to some of the other 
counterparties (including the French banks). It further did not account for the benefits the 
counterparties received from FRBNY’s initial bailout of AIG, without which they would have 
likely suffered far reduced payments as well as the indirect consequences of a potential systemic 
collapse. It also did not recognize that each bank’s portfolio of assets were different and had 
different market values, meaning that certain counterparties (such as Goldman Sachs, the market 
value of whose securities, based on the collateral payments made by AIG, was approximately 40 
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cents on the dollar) arguably received a greater benefit than others (such as UBS, whose 
securities had a comparable market value of approximately 66 cents on the dollar). 

Similarly, the refusal of FRBNY and the Federal Reserve to use their considerable 
leverage as the primary regulators for several of the counterparties, including the emphasis that 
their participation in the negotiations was purely “voluntary,” made the possibility of obtaining 
concessions from those counterparties extremely remote. While there can be no doubt that a 
regulators’ inherent leverage over a regulated entity must be used appropriately, and could in 
certain circumstances be abused, in other instances in this financial crisis regulators (including 
the Federal Reserve) have used overtly coercive language to convince financial institutions to 
take or forego certain actions. As SIGTARP reported in its audit of the initial Capital Purchase 
Program investments, for example. Treasury and the Federal Reserve fully used their lev'erage as 
regulators, just weeks before the negotiations with AIG’s counterparties, to persuade nine of the 
largest financial institutions (including some of AIG’s counterparties) to accept $125 billion of 
TARP funding, hi stark contrast to those negotiations, in the case of the AIG counterparty 
payments, Mr. Geithner and Mr. Bcmankc did not participate; nor did the CEO’s of the 
counterparties; and the counterparties were not gathered together and told that they should, 
together, voluntarily concede to concessions because of the importance of this issue to the United 
States govemraent. Instead, the negotiations were generally conducted through a series of 
telephone calls from executives at FRBNY to executives at the counterparties. Ultimately, in the 
CPP negotiations, there was no need for the Federal Reserve to impose the CPP investments on 
the participants using its regulatory authority because it obtained voluntary agreements based on 
an aggressive negotiating strategy. It is impossible to determine now, given the policy choices 
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made by the FRBNY, whether a similarly proactive strategy with the AIG counterparties would 
have resulted in taxpayer savings. 

Moreover, subsequent to the issuance of the audit report, SIGTARP was infonned that 
the French regulator w'as in fact open to further negotiations with the Federal Reserve to discuss 
the possibility of such concessions. While they viewed the transactions proposed by the Federal 
Reserve as being violative of French law, the regulators informed SIGTARP that they believed 
that an exception was possible and that they were willing to further discuss potential 
concessions. The French regulators noted that such negotiations would have been 
unprecedented, would have likely required universal agreement among counterparties to make 
concessions, and would have had to be conducted in a transparent manner and at a high level, but 
that continued negotiations were possible. While the French regulators would not clarify to 
SIGTARP what specific statements were made to the Federal Reserve during the actual 
negotiations, they did inform SIGTARP that they did not “slam the door” to such continued 
discussions. 

Questions have been raised as to whether the Federal Reserve intentionally structured the 
AIG counterparty payments to benefit AlG’s counterparties — in other words that the AIG 
assistance was in effect a "backdoor bailout” of AIG’s counterparties. Then-FRBNY President 
Geithner and FRBNY’s general counsel deny that this was a relevant consideration for the AIG 
transactions. Irrespective of their stated intent, however, there is no question that the effect of 
FRBNY’s decisions — indeed, the very design of the federal assistance to AIG — was that tens 
of billions of dollars of Government money w'as fiinneled inexorably and directly to AIG’s 
counterparties. Although the primary intent of the initial $85 billion loan to AIG may well have 
been to prevent the adverse systemic consequences of an AIG failure on the financial system and 
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the economy as a whole, in carrying out that intent, it was fully contemplated that such funding 
would be used by AIG to make tens of billions of dollars of collateral payments to the AIG 
counterparties. The intent in creating Maiden Lane III may similarly have been the improvement 
of AIG’s liquidity position to avoid further rating agency downgrades, but the direct effect was 
further payments of nearly $30 billion to AIG counterparties, albeit in return for assets of the 
same market value. Stated another way, by providing AIG with the capital to make these 
payments. Federal Reserve officials provided AIG’s counterparties with tens of billions of 
dollars they likely would have not otherw'ise received had AIG gone into bankruptcy. 

Any assessment of the costs of these decisions to the Government and the taxpayer 
necessarily must look beyond FRBNY’s loan to Maiden Lane III to also take into account both 
the funds that FRBNY previously loaned to AIG and the subsequent TARP investments. All of 
these infusions to AIG are linked inextricably; more than half the total amounts paid to 
counterparties in connection with the credit default swap portfolio retired through Maiden Lane 
111 did not come about through the Maiden Lane III CDO purchases, but rather from AIG’s 
earlier collateral postings that were made possible in part by the original FRBNY loan, which 
was, in turn, paid down with TARP funds. Because of this linkage, the ultimate costs to the 
Government and the taxpayer cannot be measured in isolation. Stated another way, in-espective 
of whether FRBNY is made whole on its loan to Maiden Lane III, w'e will only be able to 
detenuine the ultimate value or cost to the taxpayer after the likelihood of AIG repaying all of its 
assistance can be more readily determined. 

The remarkable narrative surrounding the AIG loans and the creation of Maiden Lane III 
set forth in SlGTARP’s audit gives rise to two additional lessons learned. First, AIG stands as a 
stark example of the tremendous influence of credit rating agencies upon financial institutions 
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and upon Government decision making in response to financial crises. In the lead-up to the 
crisis, the systemic over-rating of mortgage-backed securities by rating agencies was reflected in 
the similarly over-rated CDOs that underlied AIGFP’s credit default swaps. Once the financial 
crisis had come to a head, the credit rating agencies’ downgrades of AIG itself and of the 
underlying securities played a significant role in AIG’s liquidity crisis as those downgrades and 
the related market declines in the securities required AIG to post billions of dollars in collateral. 
The threat of further rating agency downgrades due to the onerous ternis of the initial FRBNY 
financing, among other things, led to further Government intervention, including the TARP 
investment in AIG and the necessity to do something with the swap portfolio, i.e., Maiden Lane 
III. And the concern about the reaction of the credit rating agencies played a role in FRBlMY’s 
decision not to pursue a more aggressive negotiating policy to seek concessions from 
counterparties. All of these profound effects were based upon the judgments of a small number 
of private entities that operate, as described in SIGTARP’s October 2009 Quarterly Report to 
Congress, on an inherently conflicted business model and that arc subject to minimal regulation. 
Without drawing any conclusions about the particular actions taken by the rating agencies in the 
case of AIG, this report further demonstrates the dramatic influence of these entities on our 
financial system. 

Second, the now familiar argument from Government officials about the dire 
consequences of basic transparency, as advocated by the Federal Reserve in connection with 
Maiden Lane III, once again simply does not withstand scrutiny. Federal Reserve officials 
initially refused to disclose the identities of the counterparties or the details of the payments, 
warning that disclosure of the names would undennine AIG’s stability, the privacy and business 
interests of the counterparties, and the stability of the markets. After public and Congressional 
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pressure, AIG disclosed the identities. Notwithstanding the Federal Reserve’s warnings, the sky 
did not fall; there is no indication that AIG’s disclosure undermined the stability of AIG or the 
market or damaged legitimate interests of the counterparties. The lesson that should be learned 
— one that has been made apparent time after time in the Government’s response to the financial 
crisis — is that the default position, whenever Government funds are deployed in a crisis to 
support markets or institutions, should be that the public is entitled to know what is being done 
with Government funds. While SIGTARP acknow'ledges that there might be circumstances in 
which the public’s right to know what its Government is doing should be circumscribed, those 
instances should be very few and very far between. 

ONGOING TRANSPARENCY ISSUES 

Since the release of the audit, three broad issues have come to light that call into question 
whether the Government has been and is being as transparent as possible with the American 
people. 

The first relates to public statements recently made by Treasury about the AIG 
transactions. For example, on January 7, 2010, in response to press inquiries regarding the role 
of Secretary Geithner in the decisions concerning AIG, a Treasury spokesperson stated the 
following via email to reporters: 

In the transaction at the heart of this dispute ( Maiden Lane Ill's purchase of CDO's), the 
FRBNY made a loan of $25 billion which is on track to be paid back in full with interest 
so that taxpayers will be made whole. Somehow that fact that the government's loan is 
"above water" gets lost in all the consternation despite its mention on page 2 of the SIG- 
TARP report and weekly updates on the FRBNY’s web site. (Emphasis added.) 

This statement simply does not advance the cause of transparency. As noted in the audit, 

it is clear that all of the infusions to AIG are linked: more than half the total amounts paid to 

counterparties in connection with the swap portfolio retired through Maiden Lane HI did not 
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come about through the Maiden Lane [11 purchases, but rather from AIG’s earlier collateral 
postings that were made possible in part by the original S85 billion FRBNY loan; that loan, in 
turn, was paid down with $40 billion of TARP funds. Treasury’s own TARP financial statement 
estimates that Treasury will not be made whole, but is rather projected to lose more than $30 
billion on its AIG investments. Again, the various AIG infusions are directly linked: (a) the 
counterparties terminated their credit default swap agreements with AIG after they were both 
paid the fair market value of the underlying assets through Maiden Lane III and pennitted to 
keep the collateral payments made by AIG; (b) many of those collateral payments were only 
made possible by the FRBNY loan; and (c) that loan was paid back in part by the initial $40 
billion TARP investment. Narrowly asserting that taxpayers will be “made whole” on Maiden 
Lane III — just one part of the AIG counterparty transactions — without mentioning the huge 
losses Treasury expects to suffer on other, inextricably linked parts of the very same transactions 
is simply unacceptable; the American people deserve better. 

The second issue relates to a series of documents that have recently been disclosed — as 
the direct result of the tenacity of the members of this Committee — about the Maiden Lane III 
transactions. As has been widely reported, these newly disclosed documents, among other 
things, relate to discussions about the public disclosure by AIG of the Maiden Lane III 
transactions in filings with the Securities and Exchange Commission. In light of these 
documents, we have initiated an investigation into whether there was any misconduct relating to 
the disclosure or lack thereof concerning the Maiden Lane 111 transactions. 

Third, additional documents and facts have come to light that have caused SIGTARP to 
initiate an investigation to review the extent of the Federal Reserve’s cooperation with SIGTARP 
during the course of the audit. For example, in connection with the recent document productions 
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to this Committee, documents have come to light that were not provided to the SIGTARP audit 
team during the course of the audit. FRBNY’s outside counsel has told SIGTARP that FRBNY 
will cooperate fully with SIGTARP’s investigation. 

With respect to these investigations, it is SlGTARP's policy not to comment publicly on 
non-public, ongoing criminal or civil investigations, and thus we cannot comment farther at this 
time, other than to note that these assertions do not at this time constitute a factual finding by 
SIGTARP. At the conclusion of the investigations, however, we anticipate that the details of our 
findings will be reported to Congress, as appropriate, either through formal court filings or in the 
form of Investigative Reports. 

Chairman Towns, Ranking Member Issa and Members of the Committee, I want to thank 
you again for this opportunity to appear before you, and I would be pleased to respond to any 
questions that you may have. 
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Ms. Norton. Thank you, Mr. Barofsky. 

Mr. Baxter, we would like you to go next. 

STATEMENT OF THOMAS C. BAXTER 

Mr. Baxter. Good afternoon. Madam Chairman Norton, Ranking 
Member Issa, and other Members of this committee. Thank you for 
inviting me to appear here today. 

As the general counsel of the Federal Reserve Bank of New York, 
I welcome the opportunity to talk about the Federal Reserve’s work 
to stabilize AIG at a critical point. I will also address the role 
played by the Federal Reserve Bank of New York in securities dis- 
closures made by AIG. 

Let me begin with just a few words about autumn 2008, when 
our Nation was challenged by a financial crisis of a kind we had 
not seen since the Great Depression. At the New York Fed, we 
were literally working around the clock trying to implement a num- 
ber of liquidity programs directed toward market stability. 

Today, we consider some of the actions taken during those fre- 
netic times with respect to AIG. Everything we have done since 
this crisis began has been with the goal of stabilizing our financial 
system and assisting our economic recovery. 

Turning to September 2008, and the actions taken by the New 
York Fed, the Board of Governors of the Federal Reserve System, 
and the Department of the Treasury, they were designed to avoid 
the catastrophic systemic consequences that would have resulted 
from an AIG bankruptcy. Every American would have been ad- 
versely impacted. We did not lend to AIG because we wanted to, 
but because we had to. A decision not to act might have been easier 
on us, but it would have been worse for all. 

Now, I will turn to the specific issues that bring me here today. 
First, there have been concerns about AIG’s counterparties receiv- 
ing large payments for terminating CDS contracts and selling 
collateralized bid obligations. There have been allegations that this 
was a backdoor bailout designed by the Federal Reserve to assist 
the banks at the expense of the American taxpayer. 

These allegations are not true. AIG was scheduled to announce 
an earnings loss of nearly $25 billion on November 10, 2008. Had 
we not reached agreement with the counterparties to terminate 
their credit default swap contracts by that date by acquiring the 
CDOs, AIG would have been downgraded by the credit rating agen- 
cies and thrown once again to the brink of bankruptcy. This would 
have returned us to the situation we faced in September and re- 
quired even further government support. We took the action need- 
ed to terminate the CDS contracts by the deadline, and our focus 
was on solving the AIG liquidity problem, not on benefiting AIG’s 
counterparties. 

Second, I would like to clarify the misunderstanding that the 
Federal Reserve and Treasury Department received nothing of 
value in exchange for the payments to AIG’s counterparties. As 
part of the termination deal, the Federal Reserve, through its spe- 
cial purpose vehicle. Maiden Lane III, paid approximately $29 bil- 
lion and received assets with a fair market value of $29 billion. The 
par value of the assets was approximately $62 billion. Today, the 
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value of the assets which secure the Federal Reserve’s loan exceeds 
our loan balance by several billion dollars. 

Third, concerns have been expressed about our involvement in 
AIG’s securities disclosures. In particular, there have been allega- 
tions that we somehow tried to engage in a cover-up by rec- 
ommending that AIG strike certain sentences in its SEC disclo- 
sures related to the payments to the counterparties. These allega- 
tions are not true. Our sole purpose was to ensure that securities 
law disclosures by AIG were accurate and appropriately protective 
of taxpayer interests. 

Let me finish by thanking the committee for holding this hear- 
ing. We submitted an extensive statement yesterday and we have 
delivered 250,000 pages of documents to you. I believe that upon 
careful examination, the committee will see that our actions suc- 
cessfully addressed a potentially calamitous risk to the economy, 
and in doing so, protected the interests of the American people. 

[The prepared statement of Mr. Baxter follows:] 
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Good morning. Chairman Towns, Ranking Member Issa, and other members of 
the Committee. Thank you for inviting me to testify today. As the General Counsel of 
the Federal Reserve Bank of New York, 1 welcome the opportunity to talk about the 
Federal Reserve’s work to stabilize AIG, and more specifically the Federal Reserve’s 
restructuring of certain problematic AIG contracts in November of 2008, at a critical 
point in what is aptly characterized as the worst financial crisis since the Great 
Depression. I will also speak about the role played by the Federal Reserve Bank of New 
York (the “New York Fed”) in securities disclosures made by AIG over the following 
months. The actions of the New York Fed and the Board of Governors of the Federal 
Reserve System (the “Board of Governors”) in stabilizing AIG were undertaken to avoid 
the potentially catastrophic consequences that would have resulted from an AIG 
bankruptcy. 

Stabilizing AIG 
I. Background 

As is now well known, AlG’s liquidity crisis emerged at nearly the same time that 
the securities firm Lehman Brothers collapsed, one week after the GSEs Fannie Mae and 
Freddie Mac were placed in conservatorship, and amidst ongoing acute stress in U.S. and 
global financial markets. It was against this backdrop, and in recognition of the financial 
stability threat posed by the abrupt and disorderly failure of an even larger and more 
complex firm than the one that had failed a day earlier, that the Board of Governors, with 
the full support of the Treasury Department, decided to intervene to prevent the 
bankruptcy of AIG on September 16, 2008. 
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AIG was a $1 trillion company when it alerted the Treasury and the Federal 
Reserve that it was encountering severe liquidity problems. It remains one of the largest 
insurance and financial services companies in the world. AIG conducts insurance and 
finance operations in more than 140 countries and has more than 76 million individual 
and corporate customers globally. In the United States, AIG has approximately 30 
million customers, including commercial, institutional and individual customers. It is 
also a major provider of protection to municipalities, pension funds, and other public and 
private entities through guaranteed investment contracts and products that protect 
participants in 401(k) retirement plans. 

In terms of net premiums underwritten, AIG is both the largest life and health 
insurer, and the second largest property and casualty insurer in the United States. It has 
written more than 81 million life insurance policies worldwide, with a face value of $1.9 
trillion. The company insures approximately 1 80,000 small businesses, non-profit 
organizations, and other corporate entities. Estimates are that close to one-third of the 
United States population, or 106 million people, are employed by entities that are 
protected by insurance coverage issued by AIG. AIG is the largest issuer of fixed 
aiuiuities in the United States. It is also one of the largest providers of retirement services 
to non-profit healthcare groups, schools and universities. More than six million people 
hold retirement plans or accounts with AIG. 

AIG had also been a major participant in derivatives markets through its Financial 
Products business unit (“AIG FP”), an unregulated subsidiary. AIG FP had engaged in 
financial transactions with a broad range of customers, which include many major 
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national and international financial institutions, as well as U.S. pension plans, stable 
value funds, and municipalities. 

An AIG bankruptcy under the economic conditions existing in the fall of 2008 
would have had catastrophic consequences for our financial system and our economy. 
Money market mutual funds to which so many Americans entrust their savings were 
major holders of the roughly $20 billion of commercial paper issued by AIG. Losses to 
these funds would have had potentially devastating effects on confidence and would have 
accelerated the run on financial institutions of all kinds. By way of comparison, money 
market mutual funds and other investors held approximately $5 billion of commercial 
paper issued by Lehman Brothers. Lehman’s collapse triggered a run on money market 
funds after the Reserve Primary Fund “broke the buck” due to losses on Lehman 
commercial paper. 

Global commercial banks and investment banks would have suffered losses on 
loans and lines of credit to AIG and on derivatives contracts and other transactions with 
AIG FP. This could have led to the outright collapse of the financial system. At a 
minimum, it would have caused even greater constraints on the availability of credit to 
homeowners and businesses. 

In the event of an AIG failure, many of AlG’s insurance subsidiaries likely would 
have been seized by their state and foreign regulators, leaving U.S. policyholders facing 
considerable uncertainty about their rights and claims. State and local government 
entities that had lent in excess of $1 0 billion to AIG would have been exposed to losses in 
an already difficult and deteriorating municipal budget environment. 
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AIG also had approximately $38 billion of what are called stable value wrap 
contracts. These contracts allow trustees and investment managers of defined 
contribution plans to manage the asset-liability mismatch arising from withdrawals. 
Workers whose 40!(k) plans had purchased these contracts from AIG to insure against 
the risk that their stable value funds would decline in value could have seen that 
insurance disappear in the event of an AIG bankruptcy. Pension plans would have been 
forced to write down their assets from book to market value, resulting in significant 
losses in participants’ portfolios. 

Ultimately, AIG, the world's largest insurance company, received extraordinary 
assistance because of the impact its failure would have had all across America. As 
Federal Reserve Vice Chairman Donald Kohn has testified, “because of the dependence 
of modem economies on the flow of credit, serious financial instability imposes 
disproportionately large costs on the broader economy. The rationale for public 
investment in the financial industry is not, therefore, any special regard for managers, 
workers, or investors in that industry over others, but rather the need to prevent a further 
deterioration in financial conditions that would destroy jobs and incomes in all industries 
and regions.” 

II. AIG Credit Facilities 

On September 16, 2008 the Board of Governors authorized the New York Fed to 
lend up to S85 billion to AIG through a secured revolving credit facility (“Fed Facility”). 
The Fed Facility was (and remains) secured by a pledge of a substantial portion of AIG’s 
assets, including ownership interests in the company’s domestic and foreign insurance 
subsidiaries. As additional compensation for this Facility, AIG issued, to a trust for the 
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benefit of the Treasury, preferred stock convertible into approximately 78 percent of 
AIG’s outstanding common stock. 

The policy decision to authorize a loan to AIG was a difficult one, because 
addressing the systemic crisis facing the United States required the Federal Reserve to 
assist a private company at the center of the risks that led to the crisis. Nonetheless, the 
potentially far-reaching consequences of an AIG bankruptcy compelled policymakers to 
take affirmative action. The failure of AIG in the fall of 2008 would have imposed 
.significant financial losses on many individuals, households and businesses, shattered 
confidence in already fragile financial markets, and greatly increased fear and uncertainty 
about the viability of our financial institutions. Last month. Chairman Bemanke 
observed that the Federal Reserve did not lend support to AIG for the Fed’s own benefit, 
“because it obviously has hurt the Federal Reserve in the public’s view. We did it 
because we felt that there was no other way to avoid what [many] have called the risk of 
a catastrophic collapse of the financial system.” 

The initial emergency $85 billion Fed Facility was successful in stabilizing AIG 
in the short term, but the company’s financial condition and capital structure remained 
vulnerable to further deterioration in market conditions. AIO’s pressing liquidity needs 
were resulting in rapid and sizeable draws on the Fed Facility, prompting concern that 
AIG’s needs might well exceed the facility’s capacity. The prospect of further 
downgrades of AIG’s credit rating by rating agencies intensified the liquidity concerns 
AIG faced, because such downgrades would have immediately triggered billions of 
dollars of additional liquidity demands related to AIG FP’s business. Absent further 
government action, a ratings downgrade was all but inevitable. 
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In early October of 2008, the Board of Governors approved an additional secured 
credit facility that permitted the New York Fed to lend AIG up to $37.8 billion in order to 
address liquidity needs related to the securities lending program of certain AIG domestic 
insurance subsidiaries. Additionally, toward the end of October 2008, four AIG affiliates 
began participating in the Federal Reserve’s Commercial Paper Funding Facility 
(“CPFF”) on the same terms and conditions as other participants. 

Notwithstanding AIG’s access to these additional Federal Reserve credit facilities, 
AIG continued to face serious liquidity pressures. Some of these pressures arose out of 
AIG’s losses on residential mortgage backed securities (“RMBS”) it had invested in as 
part of its securities lending program. In November 2008, the Board of Governors 
authorized the New York Fed to take a second step to alleviate these pressures by funding 
Maiden Lane II, which purchased RMBS at market value and allowed AIG to unwind its 
securities lending transactions. With this tran,saction, the original $37. 8 billion facility to 
fund AIG’s repayment of its securities lending transactions was fully repaid and 
terminated. 

A substantial additional cause of AIG’s liquidity pressure was its exposure to 
credit default swaps, or CDSs, one of many derivative products AIG FP offered. A CDS 
is essentially an unregulated insurance policy that protects the holder of a security from 
default. AIG FP, the CDS seller, agreed to protect its counterparties, the CDS buyers, 
from losses incurred on certain securities owned by the counterparties. In return, the 
counterparties paid AIG FP periodic premiums. 

Under the terms of these particular CDS contracts, counterparties had the right to 
require AIG FP to post cash collateral as a result of adverse events relating either to the 
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underlying securities, which in this case were multi-sector collateralized debt obligations 
(“CDOs”), or to AlG’s credit condition, such as a ratings downgrade. The posted 
collateral secured each counterparty in the event AIG FP was not able to perform on the 
contract as contemplated. AIG FP's performance on these contracts was also guaranteed 
by its parent, AIG, making it impossible to isolate AIG FP’s problems from AIG or its 
insurance subsidiaries. As AlG’s financial condition deteriorated in 2008, and as the 
CDOs declined in value as the nation fell deeper into crisis, AIG FP was forced to post 
more and more collateral to the counterparties, a cash outflow that in turn caused AlG’s 
liquidity and credit condition to deteriorate further. It was a vicious cycle. 

As explained in the report by the Office of the Special Inspector General for the 
Troubled Asset Relief Program, or SIGTARP, entitled “Factors Affecting Efforts to 
Limit Payments to AIG Counterparties’’ (SIGTARP-1 0-003), the Federal Reserve 
considered a number of options in an effort to address the liquidity drain created by 
AlG’s CDS exposure. One critical constraint applied to any option chosen; it had to be 
arranged by the earnings announcement on November 10th, when AIG was facing an 
imminent credit ratings downgrade in connection with its announcement of a $25 billion 
loss for the third quarter. 

The first proposed option would have allowed the counterparties to keep their 
multi-sector CDOs and the protection provided by the credit default swaps. The 
counterparties would have agreed to forego additional collateral calls in exchange for a 
New York Fed guarantee of AlG’s performance under the credit default swaps. Under 
this proposal, the New York Fed would not own the underlying CDOs, but the New York 
Fed - through the guarantee - would eliminate the downside risk to the counterparties of 
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a further decline in the CDOs’ market value. Not only did this structure have 
unappealing economics - taxpayer funds would have been exposed to the downside risk 
with no opportunity to participate in the upside - it also was not viable because the 
Federal Reserve lacked legal authority to issue the proposed guarantee under this 
structure. 

The second proposed option would have involved persuading AlG’s 
counterparties to take back some of the risk relating to the CDOs from AIG by canceling 
their credit default swaps and selling the underlying CDOs to an SPV. The SPV would 
be funded by the counterparties, the New York Fed, and AIG, with the counterparties’ 
interests subordinated to those of the New York Fed. The New York Fed was concerned 
that the counterparties would not be motivated to cancel the swaps if they were left with 
un-hedged CDO risk associated with their part of the financing. This option was also 
deemed impractical because the complex negotiations required for each counterparty 
could not be completed quickly enough to satisfy AIG’s liquidity needs, i.e,, before 
November 10th. 

The third option became Maiden Lane 111. 

III. Maiden Lane III 

In the months leading up to early November 2008, AIG had been actively 
engaged in efforts to negotiate tear-ups of its CDS contracts with its counterparties. AIG 
was completely unsuccessful. The need for the tear-ups was real; AIG was effectively 
hemorrhaging cash. Throughout October, while the New York Fed worked to identify 
various restructuring options, AIG continued to negotiate with its counterparties. The 
New York Fed ultimately agreed to participate in these counterparty negotiations. 
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extremely mindful of the exigency of obtaining final agreement with at least the eight 
largest counterparties by Monday, November 10th, when earnings were to be released by 
AIG. 

The earnings release would show a third quarter loss of approximately $25 
billion. The ratings agencies had advised AIG that, absent a parallel announcement of 
solutions to its liquidity problems, a ratings downgrade was certain following the 
earnings announcement. With that further downgrade, additional collateral calls, and 
possibly terminations, would be triggered. As of November 6, 2008, AIG had drawn 
down approximately S61 billion of the $85 billion Fed Facility, leaving $24 billion of 
liquidity for operations and further collateral calls. Continuing to borrow from the Fed 
Facility, however, was not a solution to AIG's problems. First, additional borrowing 
from the Federal Reserve would significantly add to AlG’s overall debt burden, which 
was a very negative factor in the eyes of the rating agencies. Second, it was doubtful that 
the remaining $24 billion in the line of credit would cover the anticipated collateral calls 
under the CDS contracts and AlG’s other liquidity needs. 

In the limited time available, agreement had to be obtained from at least the eight 
largest counterparties, who together represented the bulk of AlG’s CDS exposure. A 
ratings downgrade on November 10th would have created a possibly fatal downward 
spiral for AIG. Unless the Federal Reserve was prepared to pump substantially more 
funds into AIG by increasing the $85 billion credit line, the only option would have been 
to reverse course and allow AIG to file for bankruptcy. This abrupt reversal of course 
would not only have triggered all of the adverse consequences for the U.S. and global 
economies that prompted the initial intervention, it would also have undermined the 
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public’s trust in the U.S. government’s commitment to the broader range of extraordinary 
financial stability initiatives underway during that very fragile period. With bankruptcy 
not an option, it was necessary to find a solution that stemmed the liquidity drain arising 
from the continuing collateral calls on the CDS contracts, stabilized AIG, and protected 
the taxpayer interests. The Maiden Lane 111 transaction was that solution. 

In this context, the Board of Governors authorized the New York Fed to lend 
Maiden Lane 111 up to S30 billion, and to secure that loan with the multi-sector CDOs 
that were insured by the AIG CDS contracts. Pursuant to this authorization, the New 
York Fed lent $24.3 billion to Maiden Lane HI that it used, in combination with a $5 
billion equity investment from AIG, to purchase CDOs from 16 of AIG’s counterparties. 
At the time, the CDOs had a fair market value of about $29.6 billion and a par value of 
approximately $62 billion. In exchange for agreeing to terminate AIG’s CDS contracts 
and turning over the underlying CDOs to Maiden Lane 111, the counterparties would also 
be allowed to retain approximately $35 billion in collateral previously posted by AIG. 

The result was that counterparties essentially received “par,” with Maiden Lane 111 
obtaining the CDOs and AIG obtaining the tear-up of the CDSs. 

AIG’s $5 billion equity investment in Maiden Lane III was subordinated to the 
Fed’s $24.3 billion secured loan, and the Fed also obtained two-thirds of the upside in 
Maiden Lane III - securing both downside protection and upside participation for the 
U.S. taxpayer. Moreover, because Maiden Lane 111 can hold the underlying CDOs to 
maturity, it is largely immune from trading prices and liquidity needs, and is therefore in 
a better position to maximize the value of the CDO portfolio. 
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The Federal Reserve executed a transaction that involved an asset purchase and 
the termination of AIG’s CDS contracts. By terminating the CDS contracts, the Federal 
Reserve stopped the collateral calls and the resulting liquidity drain on AIG. By stopping 
this liquidity drain, the Federal Reserve avoided AIG’s downgrade and downward spiral 
and the resulting threat to the U.S. economy. 

IV. Negotiating Concessions from AIG’s Counterparties 

The Federal Reserve has been criticized by some for not using its regulatory 
power to force the counterparties to accept less money for the CDOs. The critics 
overlook a number of key factors. 

First, there was little time, and substantial execution risk and attendant harm of 
not getting the deal done by the deadline of November 10th. As noted above, AIG had 
attempted for some time to negotiate tear-ups of its CDS contracts with its counterparties 
under terms more favorable than Maiden Lane 111. It did not succeed. When the Federal 
Reserve reached out to AIG’s counterparties, we believed, based on AIG’s own 
experience, that our probability of success of getting them timely to agree to concessions 
was slim. Even in a best-case scenario, we did not expect that the counterparties would 
offer anything more than a modest discount to par. In our judgment, taking additional 
time to press further for a discount was not justified in light of the overwhelming risk and 
catastrophic consequences of failing to complete the transaction by November 10. 

Today, it might be tempting to suggest that a transaction that was in the best interests of 
the taxpayers could have been improved had the New York Fed pressed harder for 
concessions. But it is much more likely that continuing to push the counterparties toward 
concessions would not have gotten us to final agreements on November 10th. The 
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consequences to AIG and our economy of failing to reach an agreement made obtaining 
concessions a lower priority than executing the transactions. 

Second, the Federal Reserve had little or no bargaining power given the 
circumstances. This restructuring negotiation was taking place in November of 2008, 
less than two months after the decision to rescue AIG from insolvency and the infusion of 
tens of billions of dollars. The Federal Reserve had already acted to rescue AIG, and the 
counterparties fully expected that we would stand by that decision, especially because the 
economic situation had gotten worse, not better. So, the typical threat in such 
negotiations - we will stand down and watch AIG file for bankruptcy - would have been 
an idle threat had we made it. In addition, the counterparties were unwilling to offer 
concessions because their contractual rights were already well-protected. The value of 
the CDOs they held, combined with the $35 billion of collateral they had previously 
obtained from AIG was, in most cases, equal to or in excess of par value. Thus, if AIG 
defaulted, and even filed for bankruptcy protection, the counterparties would have kept 
both the collateral and the underlying CDOs (and would have been made whole if they 
had sold the CDOs for fair value). 

Finally, even if we had had bargaining power, the rating agencies, as discussed 
above, were closely examining AIG for signs that it would not be able to address its 
financial situation. If they saw the Federal Reserve take any action that seemed to 
suggest a lack of full support, in particular a bankruptcy threat, it might well have led to 
an immediate downgrade and the irreversible destruction of AIG, with the attendant 
consequences on the financial stability of our economy. 
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Some have said that, in the absence of other bargaining power, the Federal 
Reserve should have used its regulatory power - threatening an adverse use of that 
power, or suggesting some kind of a benefit flowing from it - to make regulated 
counterparties give up or compromise their contractual rights. We see that as an abuse of 
regulatory power. The idea that the Federal Reserve would threaten a financial institution 
with supervisory action when no grounds for such action exist, or give a financial 
institution special treatment simply to gain an advantage in a commercial transaction is, 
in our view, an abuse of our authority. Such conduct by the Federal Reserve might have 
generated bargaining power over the counterparties, but it is simply inconsistent with the 
rule of law. 

It also would have resulted in unfair treatment of supervised firms. Institutions 
regulated by the Federal Reserve would have been required to make concessions, while 
those not subject to the Federal Reserve’s supervisory authority would not. As a result, 
domestic banking organizations regulated by the Federal Reserve would have received 
less for their property than would foreign banks. This would violate the principle of 
equality of treatment, a fundamental value of the Federal Reserve. 

By getting the eight largest counterparties and AIG to execute term sheets by 
November 10th, and another eight to do the same shortly thereafter, the Federal Reserve 
accomplished its overarching goal of avoiding the failure of AIG. As a subsidiary 
objective, the taxpayers have a well-structured vehicle with downside protection and 
upside potential, which owns a securities portfolio worth billions more than the loan 
balance. Moreover, it bears mention that more than $6 billion of the loan has already 
been repaid. 
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The situation faced by AIG and the Federal Reserve in the fall of 2008 with 
respect to the CDS contracts pointedly demonstrates the urgent need for adoption of new 
resolution procedures for systemically important nonbank financial firms. Had such a 
tool been available at that time, it could have been used to put AIG into conservatorship 
or receivership. Not only would this option have allowed AIG to be unwound in an 
orderly way, protecting policyholders, customers, and taxpayers, but it would have 
provided a clear and effective mechanism for imposing appropriate haircuts on creditors 
and counterparties. 

AlG’s Securities Disclosures 

On November 25, 2008, Maiden Lane III began purchasing the underlying CDOs 
from AIG FP’s counterparties. Under SEC rules, because AIG had entered into a 
“Material Definitive Agreement,” it was required to file a Form 8-K with the SEC within 
four business days. On November 24th, a lawyer for AIG sent a draft version of the 8-K 
to lawyers for the New York Fed to review, asking for their comments. This made sense; 
Maiden Lane III was created, funded, and majority-owned by the New York Fed, and 
AIG wanted to ensure that its public filings would be accurate. 

It is commonplace for a publicly traded company to share draft securities filings 
with another company where the subject matter involves a material transaction affecting 
both companies. Both the reporting company and the second company - whether the 
second company is publicly traded or not - want to ensure that the public filing is 
accurate. What is described here is the kind of thing that routinely happens in major 
transactions. 
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Although AIG was consulting regularly with the New York Fed, it is important to 
note that AIG fully understood that it was wholly responsible for the content of its SEC 
filings. Indeed, lawyers for both sides were very aware of their respective roles. 

Lawyers for the New York Fed, both at the Bank and through its outside law firm of 
Davis Polk & Wardwell LLP, made suggestions about content and timing. AIG and its 
outside counsel at Sullivan & Cromwell LLP and Weil Gotshal & Manges LLP, accepted 
the edits that they felt improved the accuracy of the descriptions of the transactions, and 
declined those edits that they felt did not. 

The first 8-K was filed by AIG on December 2, 2008, after Maiden Lane III 
purchased the first group of CDOs. On December 1 8 and 22, 2008, Maiden Lane 111 
purchased a second group of CDOs. Also, an agreement struck in November in 
conjunction with the original transaction, known as the Shortfall Agreement between 
Maiden Lane III and AIG FP, was amended as of December 18th. These events required 
the filing of a second 8-K on December 24, 2008. As with the initial public disclosure 
three weeks earlier, there were many e-mails among all the lawyers before the filing on 
the 24th. Once again, the New York Fed lawyers had two goals: (I) to help AIG make 
this filing accurate and consistent with the first; and (2) to protect, where appropriate, the 
substantial taxpayer funds at stake in Maiden Lane 111. And once again, after receiving 
the New York Fed’s suggestions, AIG, aided by its two outside law firms, made the 
disclosures that they deemed to be legally required and otherwise appropriate. 

With that factual backdrop in place, 1 would now like to turn to the assertions that 
the New York Fed somehow pressured AIG into “covering up” parts of the transactions 
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in its securities disclosures. There have been four separate allegations, and I would like 
to address each one in turn, 

1. Disclosure of Par Value Payments to CDS Counterparties 

First, let me address the assertion that the New York Fed pressured AIG to 
remove a line in the second 8-K filed on December 24th stating that “the AIG FP 
counterparties received 100 percent of the par value of the Multi-Sector CDOs sold.’’ 

The New York Fed believed that disclosure of the actual arithmetic showing that the 
counterparties received essentially par value was more accurate and would make the new 
8-K consistent with AlG’s prior 8-K announcing Maiden Lane 111. The draft 8-K listed 
the par value ($16 billion) as well as the amount paid to the counterparties (S6.7 billion), 
and the amount of collateral previously paid to the counterparties that AIG was 
surrendering ($9.2 billion). Adding up the last two numbers (which total $15.9 billion) 
shows that the counterparties were receiving essentially par (which was listed as $16 
billion). Because the sum tendered to the counterparties was slightly less than par, the 
proposed sentence about it being 100 percent of par value (and which was not in the prior 
8-K) was not completely accurate, and it was therefore suggested that it be removed. 

This was done to be accurate, not to cover up the fact that the counterparties were 
essentially receiving par. The New York Fed lawyers were motivated by concern for 
accuracy and precision in the content of these Form 8-Ks. in fact, the clearest evidence 
that there was no cover up was that it was widely understood in the market and reported 
in the press at the time that the counterparties were receiving very close to par value. For 
example, an analyst report published by Credit Suisse on December 2, 2008 - the same 
day as the initial 8-K filing addressing the first settlements with the counterparties - 
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opens with the following sentence; “This evening AIG terminated $46. lb of its $71. 6b of 
targeted multi-sector CDO exposure, at par.” Similarly, a Fox-Pitt-Kelton report dated 
the next day, December 3, 2008, contains the following statement: “Along with 
surrendering $25.9 billion of collateral that had been previously posted by AIG with the 
counterparties, the purchase of the $46.1 billion of par value essentially made the 
counterparties whole.” On November 12, 2008, a month earlier and shortly after the 
initial announcement of the Maiden Lane III facility, an article in The Wall Street Journal 
stated: “The banks that participate will be compensated for the securities’ full, or par, 
value in exchange for allowing AIG to unwind the credit default swaps it wrote.” On 
December 25, 2008, the day after the second 8-K was filed, an article in The Washington 
Post further reported that, “The fund, called Maiden Lane III, paid about $6.7 billion to 
the investors for the securities in the latest purchases. The counterparties were also able 
to keep more than $9 billion that AIG had posted in collateral, reimbursing them at face 
value for the assets,” The fact that the disclosure included all of the actual numbers, and 
that analysts and the media understood them immediately, belie any assertions of a cover 
up. 

II. Disclosure of Transactions Involving Synthetic CDOs 

The second assertion relates to the New York Fed’s suggestion to delete that 
portion of AIG’s draft press release accompanying the December 24th 8-K that implied 
that the New York Fed would enter into additional transactions with AIG concerning the 
termination of a portfolio of CDS relating to synthetic CDOs. This edit was proposed 
because there was in fact no commitment at the time for either the Federal Reserve or 
Maiden Lane III to acquire the synthetic CDOs that backed this portfolio of CDSs. 
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Indeed, neither the Federal Reserve nor Maiden Lane 111 has acquired any synthetic 
CDOs from any counterparty of AIG FP. Thus, rather than seeking to conceal 
information, the New York Fed comment was made in an effort to help ensure the 
accuracy of the disclosures so as to avoid any suggestion that the New York Fed had 
made a commitment that was not made at the time (and in fact was never made). The 
comment also ensured that there would be no incorrect expectation created in the public 
markets that such additional Federal Reserve assistance to AIG would be forthcoming. 

III. Disclosure of the CDS Counterparties 

Third, some have suggested that in November 2008, AIG had planned to disclose 
the identities of the CDS counterparties and that the New York Fed pressured or 
compelled AIG not to. This is not true. In December 2008, circumstances were very 
different than today. Markets were much more fragile, and AIG was concerned at the 
time that its counterparties, and potentially other AIG customers, would stop doing 
business with AIG if they believed that the government would cause the disclosure of 
what is ordinarily confidential customer information, including, in some cases, customer 
identities. If counterparties and customers began moving away from AIG, the company 
feared that it would be subject to a loss of business and possible additional downgrades 
from the rating agencies. This would have had the effect of harming the taxpayers’ 
investment in AIG by reducing the public’s interest in doing business with AIG. 

For this reason, the New York Fed actively supported AIG’s application to the 
SEC to have the names of its counterparties remain confidential. In March 2009, in 
response to requests by Congress that the identities of the CDS counterparties be made 
public, and after taking account of its decision to wind down the AIG FP derivatives 


18 



197 


business, AIG changed its view and decided to reveal the counterparty names. The 
Federal Reserve agreed with this decision. Indeed, the counterparty names were 
disclosed nearly one year ago. 

IV. Disclosure of Information Identifying Specific CDOs in the Portfolio 

Finally, there have been allegations that the New York Fed inappropriately 
pressured AIG not to disclose certain commercially sensitive information, including 
CUSlPs and tranches, that would have identified the individual securities in the Maiden 
Lane III portfolio. To be sure, the New York Fed actively supported the idea of keeping 
this information confidential, but once again, only to maximize the value of the Maiden 
Lane III portfolio for the benefit of the taxpayer. 

The portfolio of securities held by Maiden Lane III represents substantial value to 
the American taxpayer. At the end of the third quarter of 2009, the fair market value of 
the securities was several billion dollars more than the outstanding balance on the loan. 
The New York Fed also owns two-thirds of any eventual upside. The New York Fed’s 
investment staff, with the concurrence of its outside advisors, was (and is) strongly of the 
view that if information identifying these individual securities in the portfolio and the 
individual prices paid by Maiden Lane III were to become available to traders in such 
securities, those traders would be able to use that information to their advantage. This, in 
turn, would undercut the ability of Maiden Lane 111 to sell those assets for their highest 
value, to the detriment of taxpayers. Furthermore, as AIG stated in its application to the 
SEC for confidential treatment, this data does not provide any additional information that 
would be material to investors in AIG. After lengthy and detailed dialogue, on May 22, 
2009, the SEC concluded that this commercially sensitive information need not be 
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disclosed. To be clear, it is only this sensitive security-by-security information that has 
received confidential treatment and has not been included in AlG’s 8-K filings. 

The Federal Reserve System shares this committee’s goals of transparency and 
accountability. That is why the Federal Reserve provides weekly public reports on the 
aggregate performance of the Maiden Lane HI assets - information that is highly relevant 
to taxpayers’ evaluation of the success of this program, but that does not undercut the 
ultimate taxpayer recovery that is such an important objective. Also, on a monthly basis, 
the Federal Reserve publishes a transparency report called “Credit and Liquidity 
Programs and the Balance Sheet” that provides still more information and analysis 
regarding Maiden Lane HI and the Federal Reserve’s other lending programs. This 
represents a middle ground where our performance as stewards of taxpayer funds can be 
analyzed and evaluated, but without potentially compromising the taxpayers’ prospective 
return on their investment. 

Thank you again for giving me the opportunity to appear before you today. I look 
forward to answering your questions. 
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Ms. Norton. Thank you, Mr. Baxter. 

Mr. Habayeb, we are ready for your testimony. 

STATEMENT OF ELIAS HABAYEB 

Mr. Habayeb. Madam Chairman, Ranking Member Issa, Mem- 
bers of the committee, thank you for the invitation to appear before 
you today. 

From September 2005 until May of last year, I was senior vice 
president and chief financial officer of the Financial Services Divi- 
sion at American International Group. I left AIG in May 2009 on 
excellent terms and continue to provide advisory services to the 
company while I plan the next phase of my career. 

By way of additional background, I am a licensed CPA and prac- 
ticed with Deloitte and Touche, becoming a partner in 2003. 

My position with AIG gave me some insights into Maiden Lane 
III. Maiden Lane III, LLC, is a financing entity created by the Fed- 
eral Reserve Bank of New York. The entity helped facilitate the 
unwinding of a significant portion of AIG financial products’ credit 
default swaps by purchasing the underlying multi-sector CDO 
bonds from F.P. swap counterparties. At the same time, the related 
swaps were terminated. 

I understand that the committee is interested in learning more 
about these transactions. These transactions were critical to AIG. 
They significantly reduced the risk of substantial collateral post- 
ings to counterparties that F.P. was required to make under the 
swaps. They also reduced the erosion to AIG’s capital from mount- 
ing mark-to-market losses on the swaps. 

A little history is helpful. During the subprime mortgage crisis, 
the bonds underlying F.P. swaps began to decrease in value. As a 
result, beginning in late 2007 through 2008, F.P. reported billions 
of dollars of mark-to-market losses on the swaps under the fair 
value accounting rules. F.P. also posted billions of dollars in collat- 
eral to its swap counterparties as a result of the declining market 
value of the bonds and declines in AIG’s and the referenced bonds’ 
credit ratings. 

AIG lacked the financial resources to come up with a large-scale 
solution. Because AIG is not a bank, it did not have access to fund- 
ing through the Federal Reserve in the normal course. Instead, 
AIG had to rely on the capital markets. 

By the beginning of September 2008, the collateral postings and 
the mark-to-market losses, along with other factors, were straining 
AIG’s liquidity, but AIG was not able to access the capital markets. 
On September 15, 2008, the rating agencies downgraded AIG, trig- 
gering an onslaught of new collateral calls. 

Even after the Federal rescue on September 16, 2008, AIG still 
needed to reduce its exposure to the mark-to-market losses and col- 
lateral calls on F.P. swaps. The Federal rescue did not stop these 
losses or payment obligations. This is what led to the creation of 
Maiden Lane III. 

Under the terms negotiated by the New York Fed with the swap 
counterparties. Maiden Lane III bought the underlying bonds at 
the then-market value. Specifically, Maiden Lane III purchased ap- 
proximately $62 billion notional amount of bonds underlying F.P. 
swaps for a market value of $29 billion. Separately, F.P. agreed to 
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terminate the swaps for an amount equal to the difference of the 
bonds’ notional par value and its market value. The collateral that 
F.P. had posted to date was used to pay the cost of terminating the 
swaps. Specifically, F.P. paid the counterparties approximately $33 
billion in previously-posted collateral to tear up the swaps. So the 
counterparties ended up with par, a total of approximately $62 bil- 
lion. 

To conclude. Maiden Lane III was critical in mitigating AIG’s 
continued exposure to the significant mark-to-market losses and 
collateral calls on the swaps that was draining AIG’s capital and 
liquidity. 

I am happy to answer any questions the Members of the commit- 
tee may have. 

Thank you. 

[The prepared statement of Mr. Habayeb follows:] 
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TESTIMONY OF ELIAS HABAYEB 

BEFORE THE COMMITTEE ON OVERSIGHT AND GOVERNMENT REFORM 
UNITED STATES HOUSE OF REPRESENTATIVES 
JANUARY 27, 2010 

MR. CHAIRMAN, RANKING MEMBER ISSA, MEMBERS OF THE COMMITTEE. 
THANK YOU FOR THE INVITATION TO APPEAR BEFORE YOU TODAY. 

FROM SEPTEMBER 2005 UNTIL MAY OF LAST YEAR, I WAS SENIOR VICE 
PRESIDENT AND CHIEF FINANCIAL OFFICER OF THE FINANCIAL SERVICES 
DIVISION OF AMERICAN INTERNATIONAL GROUP, INC. AIG’S SUBSIDIARIES 
WITHIN THE FINANCIAL SERVICES DIVISION ENGAGE IN A DIVERSE RANGE OF 
ACTIVITIES INCLUDING AIRCRAFT AND EQUIPMENT LEASING, CAPITAL 
MARKETS, CONSUMER FINANCE AND INSURANCE PREMIUM FINANCE. THESE 
SUBSIDIARIES INCLUDE AIG FINANCIAL PRODUCTS CORP. (“FP”). AS HAS BEEN 
WIDELY REPORTED, FP IS THE UNIT THAT WROTE THE CREDIT DEFAULT SWAPS 
(THE “SWAPS”) PROTECTING MULTI-SECTOR COLLATERALIZED DEBT 
OBLIGATIONS (THE “BONDS”) THAT HAD EXPOSURE TO THE U.S. SUBPRIME 
MORTGAGE MARKET AND THAT CONTRIBUTED GREATLY TO AIG’S LIQUIDITY 


CRISIS IN SEPTEMBER 2008. 
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BY WAY OF BACKGROUND, I AM A LICENSED CPA AND I PRACTICED WITH 
DELOITTE & TOUCHE LLP, BECOMING A PARTNER IN 2003, BEFORE I WAS 
RECRUITED TO AIG IN 2005. I LEFT EMPLOYMENT WITH AIG IN MAY 2009 ON 
EXCELLENT TERMS, AND CONTINUE TO PROVIDE ADVISORY SERVICES TO THE 
COMPANY WHILE 1 PLAN THE NEXT PHASE OF MY CAREER. 

MY POSITION WHILE I WAS EMPLOYED BY AIG GAVE ME SOME INSIGHT 
INTO THE CREATION OF WHAT IS COMMONLY REFERRED TO AS “MAIDEN LANE 
HI”. MAIDEN LANE III LLC IS A FINANCING VEHICLE CREATED BY THE NEW 
YORK FEDERAL RESERVE BANK (“NY FED”) THAT HELPED FACILITATE THE 
UNWINDING OF A SIGNIFICANT PORTION OF FP’S SWAPS BY PURCHASING THE 
UNDERLYING BONDS FROM FP’S SWAP COUNTERPARTIES. AT THE SAME TIME, 
THE RELATED SWAPS WERE TERMINATED. 

I ALSO WAS INVOLVED IN AIG’S EARLY AND UNSUCCESSFUL EFFORTS TO 
REDUCE FP’S RISK EXPOSURE, INCLUDING BY TERMINATING FP’S SWAPS. 
ULTIMATELY, THE NEW YORK FED TOOK CONTROL OF THE NEGOTIATIONS WITH 
FP’S COUNTERPARTIES TO THE SWAPS. THE NEW YORK FED COMPLETED THAT 
PROCESS THROUGH MAIDEN LANE III. AFTER THE TRANSACTIONS WERE 
COMPLETED, 1, ALONG WITH OTHERS. REVIEWED AIG’S FILINGS WITH THE 
SECURITIES AND EXCHANGE COMMISSION TO HELP ENSURE THAT THEY 
ACCURATELY DESCRIBED THESE TRANSACTIONS. 
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1 UNDERSTAND THAT THE COMMITTEE IS INTERESTED IN LEARNING MORE 
ABOUT THE MAIDEN LANE III TRANSACTIONS. THESE TRANSACTIONS WERE 
CRITICAL TO AIG IN ORDER TO MATERIALLY REDUCE THE RISK OF 
SUBSTANTIAL COLLATERAL POSTINGS TO COUNTERPARTIES THAT FP WAS 
REQUIRED TO MAKE UNDER THE SWAPS AND ALSO TO REDUCE THE EROSION TO 
AIG’S CAPITAL FROM MOUNTING MARK-TO-MARKET LOSSES ON THE SWAPS. 

I PAUSE FOR A MOMENT TO RECOUNT SOME CONTEXT BECAUSE I BELIEVE 
IT SHEDS LIGHT ON WHY MAIDEN LANE III WAS NECESSARY. 

FIRST, IT IS IMPORTANT TO UNDERSTAND THE NATURE OF AIG’S 
EXPOSURE TO THE SWAPS BECAUSE AIG GUARANTEED FP’S DEBT OBLIGATIONS 
SINCE FP’S INCEPTION IN 1987. 

SINCE 1998, FP WROTE SWAPS THAT PROVIDED CREDIT PROTECTION ON 
MULTI-SECTOR COLLATERALIZED DEBT OBLIGATIONS (REFERRED TO HERE AS 
THE BONDS). AS OF SEPTEMBER 30, 2008, THE TOTAL NOTIONAL VALUE OF THE 
BONDS WAS APPROXIMATELY $72 BILLION. 

FP’S COUNTERPARTIES TO THESE SWAPS WERE MOSTLY LARGE US AND 
INTERNATIONAL FINANCIAL INSTITUTIONS. THE COUNTERPARTIES 
PURCHASING THE SWAPS PAID FP PERIODIC PREMIUMS IN EXCHANGE FOR FP 
ASSUMING THE RISK THAT THE COUNTERPARTIES HAD OF NON-PAYMENT OR 
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LOSS RESULTING FROM CERTAIN “CREDIT EVENTS” (E.G., FAILURE TO PAY, 
BANKRUPTCY, ACCELERATION, RESTRUCTURING) WITH RESPECT TO THE 
UNDERLYING BONDS. 

FP WAS ALSO REQUIRED UNDER CERTAIN CIRCUMSTANCES TO POST 
COLLATERAL TO THE COUNTERPARTIES - SECURING FP’S ABILITY TO PERFORM 
IN THE EVENT OF A DEFAULT OR OTHER CREDIT EVENT TRIGGERING A 
PAYMENT OBLIGATION ON THE SWAP. 

GENERALLY, THE AMOUNT OF COLLATERAL REQUIRED TO BE POSTED BY 
FP UNDER THE SWAPS WAS DETERMINED BY A FORMULA THAT TOOK INTO 
ACCOUNT AIG’S CREDIT RATINGS, THE UNDERLYING BOND’S CREDIT RATINGS, 
AND THE MARKET VALUE OF THE UNDERLYING BOND. TO SIMPLIFY, IF THE 
VALUE OF THE BONDS COVERED BY THE SWAP, THE UNDERLYING BOND’S 
CREDIT RATING. OR AIG’S CREDIT RATING DROPPED, FP HAD TO POST 
COLLATERAL “FOR THE PROTECTION” OF ITS COUNTERPARTY. 

DURING THE SUB-PRIME MORTGAGE CRISIS, THE BONDS UNDERLYING 
FP’S SWAPS BEGAN TO DECREASE IN VALUE. AS A RESULT, BEGINNING IN LATE 
2007 THROUGH 2008, FP REPORTED BILLIONS OF DOLLARS OF MARK-TO-MARKET 
LOSSES ON THE SWAPS UNDER THE FAIR VALUE ACCOUNTING RULES. (AS CFO 
OF THE FINANCIAL SERVICES DIVISION, I WAS INVOLVED IN ACCOUNTING FOR 
THE SWAPS, EVEN THOUGH 1 WAS NOT INVOLVED IN WRITING THE SWAPS - 
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INDEED, THE MAJORITY OF THE SWAPS WERE ON FP’S BOOKS BEFORE 1 JOINED 
AIG.) THESE VALUATION LOSSES COULD (AND INITIALLY WERE EXPECTED TO) 
REVERSE IF THE FAIR VALUE OF THE SWAPS RECOVERED AND FP STILL HELD 
THE SWAPS. 

FP ALSO POSTED BILLIONS OF DOLLARS IN COLLATERAL TO ITS 
COUNTERPARTIES UNDER THE SWAPS AS A RESULT OF THE DECLINING MARKET 
VALUE OF THE BONDS AND DECLINES IN AIG AND THE BONDS’ CREDIT RATINGS. 

IN LIGHT OF THESE MOUNTING LOSSES, BEGINNING IN THE SUMMER OF 
2008, BEFORE THE FEDERAL RESCUE, I WAS ACTIVELY INVOLVED, ALONG WITH 
OTHERS AT AIG AND ITS ADVISORS, IN EXPLORING POSSIBILITIES TO REDUCE 
THE LIQUIDITY AND MARK-TO-MARKET RISKS POSED BY FP’S SWAPS. 

HOWEVER, AIG LACKED THE FINANCIAL RESOURCES TO COME UP WITH A 
LARGE SCALE SOLUTION INVOLVING A $72 BILLION BOOK OF SWAPS. EVEN 
THOUGH AIG HAD MANY ASSETS, MOST WERE ASSETS HELD BY ITS INSURANCE 
COMPANY SUBSIDIARIES, AND STATE INSURANCE REGULATIONS SEVERELY 
LIMITED AIG’S ABILITY TO ACCESS THEM. BECAUSE AIG IS NOT A BANK, IT DID 
NOT HAVE ACCESS TO FUNDING THROUGH THE FEDERAL RESERVE IN THE 
NORMAL COURSE. INSTEAD, AIG HAD TO RELY ON THE CAPITAL MARKETS. 

BUT AIG WAS UNABLE TO OBTAIN ADDITIONAL LIQUIDITY FROM THE CAPITAL 
MARKETS. 
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ADDITIONALLY, OUR EFFORTS TO STEM THE TIDE OF COLLATERAL CALLS 
AND REDUCE FP’S RISK EXPOSURE BY NEGOTIATING WITH COUNTERPARTIES 
DURING THIS PERIOD WERE UNSUCCESSFUL. UNFORTUNATELY, WE HAD 
LITTLE NEGOTIATING LEVERAGE WITH FP’S COUNTERPARTIES TO EXTRACT 
DISCOUNTS. THE CONTRACTUAL COLLATERAL POSTING PROVISIONS IN THE 
SWAPS WERE A SOURCE OF CHEAP CASH FOR THEM. IT WAS ALSO MY 
UNDERSTANDING THAT EVEN IF FP OR AIG FILED FOR BANKRUPTCY, THE 
COUNTERPARTIES WOULD KEEP THE COLLATERAL FP HAD POSTED TO DATE. 
THEY WOULD KEEP THE UNDERLYING BONDS (AND ANY FUTURE UPSIDE), AND 
THEY COULD MAKE A CLAIM AGAINST FP FOR DEFAULTING ON THE SWAPS. 

BY AUGUST 31, 2008, FP HAD POSTED $19 BILLION IN COLLATERAL TO FP’S 
SWAP COUNTERPARTIES. AND BY THE BEGINNING OF SEPTEMBER 2008, FP’S 
COLLATERAL PAYMENT OBLIGATIONS (AS WELL AS CASH REQUIREMENTS IN 
CERTAIN OF AIG’S OTHER BUSINESS SEGMENTS) WERE PLACING INCREASING 
STRESS ON AIG’S LIQUIDITY. ON SEPTEMBER 15, 2008, THE RATING AGENCIES 
DOWNGRADED AIG’S CREDIT RATING, TRIGGERING AN ONSLAUGHT OF NEW 
COLLATERAL CALLS. 

EVEN AFTER THE FEDERAL RESCUE ON SEPTEMBER 16, 2008, AIG STILL 
NEEDED TO DO SOMETHING TO REDUCE ITS EXPOSURE TO THE MARK-TO- 
MARKET LOSSES AND COLLATERAL CALLS ON FP’S SWAPS. THE FEDERAL 
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RESCUE DID NOT STOP THESE LOSSES OR PAYMENT OBLIGATIONS. INDEED, FP 
POSTED APPROXIMATELY $12.5 BILLION IN THE MONTH OF SEPTEMBER ALONE, 
AND AS THE LOSSES AND PAYMENTS CONTINUED, AIG FACED YET ANOTHER 
RATINGS DOWNGRADE THAT COULD HAVE FURTHER STRAINED AIG’S 
LIQUIDITY BY TRIGGERING YET MORE COLLATERAL CALLS OR PERMITTING 
COUNTERPARTIES TO TERMINATE SWAPS AT PRICES FAVORABLE TO THEM. 

IN OUR ONGOING DISCUSSIONS WITH COUNTERPARTIES DURING THIS 
PERIOD, THE COUNTERPARTIES WERE UNWILLING TO ACCEPT LESS THAN PAR 
VALUE. SOME COUNTERPARTIES WERE WILLING TO TERMINATE THE SWAPS, 
BUT ONLY IF AIG PURCHASED THE UNDERLYING BONDS FROM THEM - 
SOMETHING AIG COULD NOT DO WITHOUT THE NY FED’S HELP. 

ON SEPTEMBER 30, 2008, 1, OTHERS AT AIG, AS WELL AS AIG’S FINANCIAL 
ADVISORS AND LEGAL COUNSEL, PRESENTED TO THE NY FED AND ITS 
FINANCIAL ADVISORS, SEVERAL OPTIONS FOR ADDRESSING THE LIQUIDITY AND 
MARK-TO-MARKET LOSSES. THE OPTIONS AVAILABLE TO AIG WITHOUT NY 
FED SUPPORT WERE LIMITED GIVEN AIG’S LACK OF FINANCIAL RESOURCES AND 
ACCESS TO THE CAPITAL MARKET. BUT A LARGE SOLUTION WAS CRITICAL TO 
REDUCING THE LIKELIHOOD OF A FURTHER DOWNGRADE OF AIG’S RATING. 

ONE OF THE OPTIONS PRESENTED WAS FOR FP AND THE NY FED TO 
CREATE A SPECIAL PURPOSE VEHICLE FUNDED LARGELY BY THE NY FED AND 
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FP’S EXISTING COLLATERAL POSTINGS THAT WOULD PAY TO ACQUIRE THE 
UNDERLYING BONDS AND TERMINATE THE RELATED SWAPS. (THIS OPTION 
WAS VERY SIMILAR TO MAIDEN LANE III.) THIS OPTION WOULD REDUCE FP’S 
EXPOSURE TO MARK TO MARKET LOSSES AND COLLATERAL CALLS BUT WOULD 
NECESSITATE A LARGE UPFRONT FUNDING REQUIREMENT. 

UNDER THE FINAL MAIDEN LANE III STRUCTURE, THE NY FED WOULD 
LEND UP TO S30 BILLION AND ATG WOULD PROVIDE $5 BILLION IN EQUITY 
FUNDING TO MAIDEN LANE III AND MAIDEN LANE III WOULD BUY THE BONDS 
UNDERLYING THE SWAPS FROM FP’S COUNTERPARTIES. MAIDEN LANE III 
WOULD COLLECT CASH FLOWS FROM THE BONDS AND PAY A DISTRIBUTION TO 
AIG FOR ITS EQUITY INTEREST ONCE THE PRINCIPAL AND INTEREST OWING TO 
THE NY FED ON ITS LOAN HAD BEEN PAID DOWN IN FULL. UPON PAYMENT IN 
FULL OF THE NY FED’S LOAN AND AIG’S EQUITY INTEREST, ALL REMAINING 
AMOUNTS RECEIVED BY THE ENTITY WOULD BE PAID 67 PERCENT TO THE NY 
FED AND 33 PERCENT TO AIG. 

THIS ARRANGEMENT ALLOWED BOTH THE NY FED AND AIG TO RETAIN 
THE UPSIDE FROM THE BONDS - FUTURE CASH FLOWS. 

ON OCTOBER 31, 2008, 1 WAS TOLD THAT THE NY FED AND ITS FINANCIAL 
AND LEGAL ADVISORS TOOK OVER NEGOTIATIONS WITH THE COUNTERPARTIES 
AND ALL EFFORTS WERE NOW FOCUSED ON IMPLEMENTING THE MAIDEN LANE 
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in SOLUTION. I PERIODICALLY RECEIVED UPDATES ABOUT THE NY FED’S 
PROGRESS IN THESE NEGOTIATIONS. 

UNDER THE FINAL TERMS NEGOTIATED BY THE NY FED, MAIDEN LANE 111 
(THE FINANCING ENTITY CREATED BY THE NY FED), BOUGHT THE UNDERLYING 
BONDS AT THEIR THEN MARICET VALUE - NOT AT PAR. SEPARATELY, FP 
AGREED TO TERMINATE THE SWAPS FOR AN AMOUNT EQUAL TO THE 
DIFFERENCE OF THE BONDS’ NOTIONAL (PAR) VALUE AND ITS MARKET VALUE. 
THE COLLATERAL THAT FP HAD POSTED TO DATE WAS USED TO PAY THE COST 
OF TERMINATING THE SWAPS. SO, THE COUNTERPARTIES ENDED UP WITH PAR. 

AS AIG DISCLOSED IN AN SEC FILING ON DECEMBER 2, 2008, MAIDEN LANE 
III PURCHASED APPROXIMATELY $46.1 BILLION NOTIONAL AMOUNT OF BONDS 
UNDERLYING FP’S SWAPS AND TERMINATED THE ASSOCIATED SWAPS ON 
NOVEMBER 25, 2008. THE AGGREGATE COST OF THE PURCHASES AND 
TERMINATIONS WAS FUNDED THROUGH APPROXIMATELY $15.1 BILLION OF 
BORROWINGS UNDER THE NY FED LOAN TO MAIDEN LANE III, AIG’S $5 BILLION 
EQUITY FUNDING AND THE SURRENDER OF APPROXIMATELY $25.9 BILLION OF 
COLLATERAL PREVIOUSLY POSTED BY FP TO THE SWAP COUNTERPARTIES. 

ON DECEMBER 18 AND 22, 2008, MAIDEN LANE III ACQUIRED $16 BILLION IN 
PAR AMOUNT OF ADDITIONAL BONDS. AS DISCLOSED IN AN SEC FILING ON 
DECEMBER 24, 2008, THIS PimCHASE WAS FUNDED WITH A NET PAYMENT TO 


9 



210 


COUNTERPARTIES OF APPROXIMATELY $6.7 BILLION. ADDITIONALLY, FP 
SURRENDERED APPROXIMATELY $9.2 BILLION IN COLLATERAL PREVIOUSLY 
POSTED TO FP’S SWAP COUNTERPARTIES TO TERMINATE THE SWAPS. IN 
CONNECTION WITH THE TERMINATION OF THE SWAPS. FP GOT BACK $2.5 
BILLION IN EXCESS COLLATERAL IT HAD PREVIOUSLY POSTED UNDER THE 
SWAPS. 

IN SUM, MAIDEN LANE III PURCHASED APPROXIMATELY $62 BILLION IN 
NOTIONAL AMOUNT OF BONDS UNDERLYING FP’S SWAPS FOR A MARKET VALUE 
OF $29 BILLION. FP PAID THE COUNTERPARTIES IN PREVIOUSLY POSTED 
COLLATERAL, $33 BILLION, TO TEAR UP THE SWAPS. 

I UNDERSTAND THE COMMITTEE IS ALSO INTERESTED IN AIG’S 
DISCLOSURES ABOUT MAIDEN LANE III. AFTER THE MAIDEN LANE III 
TRANSACTIONS WERE COMPLETED, I, ALONG WITH OTHERS, REVIEWED AIO’S 
FILINGS WITH THE SEC TO HELP ENSURE THEIR ACCURACY BECAUSE OF MY 
FAMILIARITY WITH THE TERMS OF THE MAIDEN LANE III TRANSACTIONS. I DID 
NOT DECIDE WHAT EXHIBITS OR SCHEDULES WERE DISCLOSED. AIG HAD 
OUTSIDE LEGAL COUNSEL WHO GUIDED THE COMPANY THROUGH THAT 
PROCESS. 

TO CONCLUDE, MAIDEN LANE III WAS CRITICAL IN HELPING AIG TO 
ELIMINATE MOST OF ITS CONTINUED EXPOSURE TO THE SIGNIFICANT MARK-TO- 
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MARKET LOSSES AND COLLATERAL CALLS ON THE SWAPS THAT WERE 
DRAINING AIG’S LIQUIDITY. 

I AM HAPPY TO ANSWER ANY QUESTIONS THE MEMBERS OF THE 
COMMITTEE MAY HAVE. THANK YOU. 
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Ms. Norton. Thank you very much, Mr. Habayeh. 

Mr. Friedman. 

STATEMENT OF STEPHEN FRIEDMAN 

Mr. Friedman [Remarks off mic]. As indicated in my prepared 
statement, I have little factual information to offer in response to 
the questions set forth in the committee’s invitation for me to tes- 
tify. The explanation for my lack of involvement in the New York 
Reserve Bank AIG counterparty transactions requires an apprecia- 
tion of the limited role that a Reserve Bank’s chairman and Board 
of Directors play in a Reserve Bank’s operation. 

A Reserve Bank’s Board of Directors is really more akin to an ad- 
visory board. It is actually sort of a hybrid, more akin to that than 
it is to the Board of Directors of a typical corporation. Reserve 
Bank Directors serve part-time, make observations on the economy 
and markets, make recommendations on monetary policy, and ap- 
prove the bank’s budget, internal controls and policies and proce- 
dures, and personnel matters. 

But consistent with the structure created by the Federal Reserve 
Act, the Directors of the 12 Federal Reserve Banks have no role in 
the regulation, supervision, or oversight of banks, bank holding 
companies or other financial institutions. Such responsibilities, in- 
cluding the extraordinary financial interventions of 2008, are in- 
stead carried out by the officers of the 12 regional Federal Reserve 
Banks acting at the direction and with the oversight of the Board 
of Governors of the Federal Reserve System in Washington. In 
other words, the Board of Governors in Washington effectively is 
the Board of Directors for Reserve Bank undertakings such as the 
AIG financial rescue transactions. 

Accordingly, as I explained to committee staff and consistent 
with the Fed’s ground rules, whether as chairman of the New York 
Federal Reserve Board or otherwise, I was not involved in the deci- 
sion to bail out AIG, the decision to repay the AIG counterparties 
at par, or the decision not to publicly disclose those counterparties’ 
names. I did not ratify those decisions and I do not know just who 
made those decisions. 

I am advised that on the evening of November 9, 2008, the Chair 
of the bank’s Audit Committee and I received a telephonic sum- 
mary briefing from bank officials about the transaction. At that 
point, the deal had been signed up and was to be announced by the 
Board of Governors the next morning. 

Finally, I would note that by statutory design, the Boards of the 
Reserve Banks are comprised of members with intentionally di- 
verse financial interests and affiliations, such that the Directors’ 
recommendations and advice on monetary policy include input from 
a diverse array of bankers, borrowers, and community leaders. 

Because the Boards, once again by statutory design, include bank 
executives and bank shareholders, many current Directors would 
have conflicts of interest if the Reserve Bank Boards of Directors 
also had any authority over, or any role in, individual supervisory 
matters like the New York Reserve Bank’s rescue of AIG and the 
AIG counterparty transactions. But the New York Reserve Board 
does not have such authority, and it and I were walled off from 
these matters — really ring-fenced. 
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I stand ready to answer any questions the committee may have. 
[The prepared statement of Mr. Friedman follows:] 
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United States House of Representatives 
Committee on Oversight and Government Reform 

“Factors Affecting Efforts to Limit Payments to AIG Counterparties” 
Prepared Testimony of Stephen Friedman 
January 27, 2010 

Mr. Chairman, Ranking Member Issa, and Members of the Committee, 

I am here today because of my great respect for Congress and the essential role that it 
plays in the United States Government. It was my recent privilege to serve my country in 
the Executive Branch as Assistant to the President for Economic Policy and Director of 
the National Economic Council from 2002 to 2004, and as Chairman of the President’s 
Foreign Intelligence Advisory Board from 2006 to 2009, and I developed a renewed 
appreciation of our Constitutional system of checks and balances. 

Despite my recognition of the importance of the Committee’s inquiry, I cannot provide 
the Committee with any insight into the principal subject of today’s hearing — the 
transaction that paid AlG’s credit default swap counterparties at par. 

The questions raised about these transactions reflect understandable confusion about the 
role that a Reserve Bank’s Chairman and Board of Directors play in a Reserve Bank’s 
operations. Consistent with the structure created by the Federal Reserve Act, the Board 
of Directors of the New York Federal Reserve Bank has no role in the regulation, 
supervision, or oversight of banks, bank holding companies, or other financial 
institutions. Such responsibilities are instead carried out by the officers of the New York 
Federal Reserve Bank acting at the direction of the Board of Governors of the Federal 
Reserve System here in Washington. 

A Reserve Bank’s Board of Directors in many respects is more akin to an “Advisory 
Board” than it is to the Board of Directors of a corporation. Reserve Bank Directors 
“make recommendations on monetary policy,” including approving the recommended 
discount rate subject to Board of Governors approval, and are responsible for approving 
the Bank’s budget, reviewing the Bank’s internal controls and policies and procedures, 
and overseeing personnel matters, including assisting in the selection of the Bank 
President and other senior Bank officers. But the Board of Directors of a Reserve Bank 
has no authority over, and is walled-off from, regulatory and supervisory policies and 
actions involving banks, bank holding companies, and other financial institutions. 

Accordingly, as I explained to Committee staff, whether as Chairman of the New York 
Federal Reserve Board or otherwise, I was not involved in the initial decision to bail out 
AIG, the decision to repay the AIG counterparties at par, or the decision not to publicly 
disclose those counterparties’ names. I did not ratify those decisions; and 1 do not know 
who made those decisions. 
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Not only was I not involved in the Reserve Bank’s decisions regarding the supervision 
and management of AIG, but my actual knowledge of those decisions is extraordinarily 
limited, I did receive summary briefings from senior Reserve Bank officers regarding 
both the initial September 16, 2008 rescue of AIG and the November 10, 2008 
transaction to repay AlG’s counterparties at par, although in both instances the briefing 
occurred after the transactions already had been negotiated. In the case of the 
November 10 transaction, I have been advised that on the evening of November 9, 2008, 
Charles Wait — the Chair of the Bank’s Audit Committee — and I received a telephonic 
summary briefing from Bank officials about the transaction. At that point the deal had 
been signed up and was to be announced by the Board of Governors the next morning. 

As to the decision not to disclose the names of AIG’s counterparties, I do not recall 
receiving any briefings on that subject. 

* 

The Committee also has inquired about my purchases of Goldman Sachs stock on 
December 17, 2008 and January 22, 2009, subsequent to the decision to repay AIG’s 
counterparties at par on November 10, 2008. 

As is shown in the attached chronology, at the time of my purchases, it was widely 
known and reported - through various public statements by Goldman Sachs officials, in 
numerous contemporaneous newspaper articles, in multiple investment analysts’ reports, 
and in the November 10 Federal Reserve Board and AIG press releases - that Goldman 
Sachs was a counterparty to AIG and had been repaid at par on November 10. Indeed, 
the December 17, 2008 purchase occurred the day after Goldman Sachs’ quarterly 
earnings release and an earnings call statement by its CFO that its exposure to AIG “has 
been immaterial” and “is still immaterial.” 

Consistent with company policy to ensure that statutory “insiders” do not trade in 
Goldman Sachs securities while in possession of any undisclosed material information, I 
consulted with and received the approval of the Goldman Sachs General Counsel’s office 
prior to executing the December 17 and January 22 trades, as being within a “window” 
during which Goldman Sachs Directors were permitted to trade. These purchases 
promptly were publicly disclosed in filings with the Securities and Exchange 
Commission. 

In addition, my purchases, in the words of the General Counsel of the New York Reserve 
Bank, “did not violate any Federal Reserve statute, rule or policy.” When I was 
appointed in January 2008 to the New York Reserve Board of Directors as Chairman and 
as a Class C Director, the New York Reserv'e Bank and the Board of the Governors of the 
Federal Reserve System were aware that 1 was a Director of Goldman Sachs, that I held a 
significant amount of Goldman Sachs stock, and that I was scheduled annually to receive 
additional Goldman Sachs restricted stock by virtue of my service as a Goldman Sachs 
Director. When Goldman Sachs became a bank holding company on September 21, 

2008, 1 became technically ineligible to serve as Class C Director because Class C 
Directors cannot own bank holding company stock (Class A and Class B Directors can 
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own bank holding company stock) and because Class C Directors cannot serve as officers 
or directors of banks (Class A Directors can serve as officers and directors of banks). At 
that point, the Board of Governors either could request my resignation as a Class C 
Director, or, as subsequently occurred, could “waive” the eligibility requirements with 
respect to my ownership of Goldman Sachs stock and service on the Goldman Sachs 
Board. 

At the time of my selection and appointment as Reserve Board Chairman, I had been 
forewarned that I would be expected to spend considerable time leading the search for 
Mr. Geithner’s replacement as President of the New York Reserve Bank in the event he 
accepted another position. I therefore was not surprised that, a month before the 
November 2008 election and at a time of great stress in the financial markets, the 
New York Reserve Bank requested such a waiver, following consultation with the Board 
of Governors staff I thereafter continued to serve as Board Chairman and a Director, 
with the understanding that I was permitted to do so by Federal Reserve policies and 
precedents until the expected waiver was granted. 

Immediately upon Mr. Geithner’s selection by President-elect Obama as Secretary of the 
Treasury-Designate on November 24, 2008, the New York Reserve Bank Board, under 
my leadership, commenced a thorough and expedited search process for his replacement, 
in close coordination with the Board of Governors, which concluded in late January 
2009. In early December, I inquired about the status of the Bank's waiver request, and, 
as has been publiely reported, I was informed by the General Counsel of the New York 
Reserve Bank that I should consider the eligibility requirements to be in abeyance while 
the request for a waiver was pending. The waiver was issued on January 21, 2009, 
without any conditions upon my increasing my ownership of Goldman Sachs stock. 

I am advised that the Board of Governors three months ago published a new policy 
regarding the eligibility, qualifications, and rotation of Reserve Bank Directors, which 
expressly addresses the situation I faced and now provides a 60-day period for resolving 
(whether through waiver, divestiture, or resignation) a situation where a Director 
becomes ineligible to serve because of a change in the status of a financial institution. I 
note that if this policy had been in place in September 2008, it would have abbreviated 
the delay that occurred in the processing of the Reserve Bank’s waiver request on my 
behalf 

When 1 was appointed by the President of the United States as Director of the National 
Economic Council in 2002, 1 divested all of my ownership interests in individual 
companies and entities, including my Goldman Sachs holdings, to avoid any possibility 
of a potential conflict of interest. 1 approached my appointment as Director and Board 
Chairman of the New York Federal Reserve Bank with the same public service mindset. 
By statutory design, the Reserve Bank Board is comprised of Members with intentionally 
diverse financial interests and affiliations that theoretically would present potential 
conflicts of interest, if the Board of Directors had any authority over or role in individual 
supervisory matters - matters like the New York Reserve Bank’s rescue of AIG. But the 
Board does not have such authority and it did not play such a role. 
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I stand ready to answer any questions that the Committee may have. 


Attachment - Chronology of Selected Events and Disclosures 
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Chronology of Selected Events and Disclosures 


Attachment to the Prepared Testimony of Stephen Friedman 
January 27, 2010 


Jan. 1, 2008 

Mr. Friedman appointed Chairman and “Class C Director” of New York Fed by the Board 
of Governors of the Federal Reserve; at the time of his appointment, the Board of 
Governors is made aware of Mr. Friedman’s financial interests in Goldman Sachs 
(including expected annual awards of restricted stock) and his position as Director of The 
Goldman Sachs Group. 

Sept, 16, 2008 

The Federal Reserve Board (through the New York Fed) pledges $85 billion to A!G. 

FRB Press Release, Federal Reserve Board, with full support of the Treasury 

Department, authorizes the Federal Reserve Bank of New York to lend up to $85 billion 
to the American International Group (AIG), Sept. 16. 2008, available at 
http://www.federalreserve.gov/newsevents/press/other/20080916a.htm. 

Sept. 16. 2008 

In response to a question about Goldman Sachs’ exposure to AIG. Goldman Sachs CFO 
David A. Viniar tells investors; “The way we do business with financial institutions is by 
having appropriate daily margin terms. ... That is how we manage our risk. In addition to 
the margin terms, we augment our risk management with appropriate hedging strategies, 

... [W]hatever the outcome at AIG, 1 would expect the direct impact of our credit 
exposure to both of them to be immaterial to our results," Goldman Sachs Q3 2008 
Earnings Call, 

Sept. 16, 2008 

A Bank of America equity research report notes: “While both LEH & AIG are large, 
important counterparties to GS, mgmt expects the direct impact of outcomes at both 
firms to be immaterial to results given hedging strategies and the firm's commitment to 
avoiding large concentrated positions." Michael Hecht, The Goldman Sachs Group, Inc.: 
You Can Run But You Can't Hide: No Immunity from Cyclical Challenges, Bank of 

America Equity Research (Sept. 16, 2008), 

Sept. 17, 2008 

Sandler O'Neill & Partners reports that “A point of management emphasis was on the 
firm's desire to avoid large concentrated exposures. To this effect, management 
successfully mitigated its risk to LEH and AIG. While both important counterparties, 
conservative daily margin terms reduced the risk of doing business with these institutions 
as well as other counterparties. With that said, management expects that the direct 
impact of GS's credit exposure to these firms will be immaterial' to results.” Goldman 
Sachs Group, Inc.: 3008 Earnings Review. Sandler O'Neill & Partners. L.P, (Sept. 17, 
2008). 

Sept. 17, 2008 

William Blair reports: "Lehman Holdings (LEH $0.30) and AIG (AIG $3,75) are certainly 
both important counterparties to Goldman Sachs: although Goldman has worked hard to 
avoid large direct exposures to any single counterparty by managing margin terms and 
hedging strategies. Management commented that Goldman Sachs’ ‘direct’ impact to the 
unwinding of both Lehman and AIG would not be material. The Fed-led bailout of AIG 
certainly reduces any potential strain from any credit exposure to the company or 
exposure to others that may have outsized exposures to AIG." Mark Lane and Katherine 
McCauley, The Goldman Sachs Group, Inc.: Highlights of Fiscal Third-Quarter Results; 

No Surprises in The Face of Subdued Expectations in Very Challenging Environment 
William Blair & Company, L.L.C. (Sept 17. 2008). 

Sept. 21, 2008 

Board of Governors of the Federal Reserve approves applications of The Goldman 

Sachs Group, Inc. and Goldman Sachs Bank USA Holdings LLC to convert to bank 
holding companies. Goldman Sachs Press Release, Goldman Sachs To Become The 
Fourth Largest Bank Holding Company, Sept. 21, 2008, available at 
http://www2.goldmansachs.eom/our-firm/press/press-releases/archived/2008/bank- 
hoiding-co.html. 
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Chronology of Selected Events and Disclosures 


Sept. 23, 2008 

Berkshire Hathaway agrees to purchase $5 billion in Goldman’s preferred stock, and 
also received warrants to buy another $5 billion in Goldman's common stock, exercisable 
for a five-year term. Susanne Craig. Matthew Karnitschnig and Aaron Lucchetti. Buffett 
to Invest $5 Billion in Goldman, Wall Stt^eet Journal. Sept. 24, 2008. 

Sept. 24, 2008 

Goldman Sachs announces a public offering of $5 billion in common shares. Goldman 
Sachs Press Release, Goldman Sachs Prices $5 Billion Public Offering of Common 

Equity, Sept. 24. 2008. 

Sept. 28, 2008 

The NY Times reports that “Goldman Sachs was a member of A.l.G.’s derivatives club 
... It was a customer of A.l.G.’s credit insurance and also acted as an intermediary for 
trades between A.I.G. and its other clients.” The article further reports that Goldman 

Sachs had $20 billion of transactions with AIG, and also includes statements from 
several Goldman Sachs executives that its exposure to AIG was “immaterial” because of 
hedges. Gretchen Morgenson, Behind Insurer's Crisis, Blind Eye to a Web of Risk, NY 
Times, Sept 28, 2008. 

Sept. 28, 2008 

Reuters reports that Goldman was AIG’s “largest trading partner” and had $20 billion of 
transactions with AIG, but disputes Goldman’s level of exposure. Lucas van Praag, a 
Goldman Sachs spokesman, is quoted in the article, noting that: “we have said many 
times on the record that our exposure to AIG was, and is, not material ... For the 
avoidance of doubt, our exposure to AIG is offset by collateral and hedges and is not 
materia! to Goldman Sachs in any way." Goldman Sachs faults NY Times story on AIG 
risk, Reuters, Sept, 28, 2008. 

Sept. 29, 2008 

Goldman Sachs completes its public offering, which is oversubscribed. Total proceeds 
are $5.75 billion, Goldman Sachs 2008 Fourth Quarter Earnings Report, available at 
http://www2.goldmansachs.eom/our-firm/press/press-releases/archived/2008/pdfs/2008- 
q4-e3rnings.pdf; See also Goldman Sachs raises S5b with public stock offering, AP, 

Sept, 25, 2008. 

Oct. 6, 2008 

New York Fed (via letter from Timothy Geithner) seeks waiver of Fed rules against board 
members owning stock or being a director of bank holding companies: letter specifies 
that Mr. Friedman is a Director of and holds financial interests in The Goldman Sachs 
Group. 

Oct. 8, 2008 

The Federal Reserve Board (through the New York Fed) pledges an additional $37.8 
billion to AIG. FRB Press Release, Board authorizes Federal Reserve Bank of New York 
to borrow securities from certain regulated U.S. insurance subsidiaries of AIG, Oct 8. 

2008, available at 

http://www.federalreserve.gov/newsevents/press/other/20081008a.htm. 
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Chronology of Selected Events and Disclosures 


Oct. 31,2008 

The Wail Street Journal reports tiiat AIG has posted “about $50 billion in collateral to its 
trading partners” and that these payments “have continued to balloon after the bailout." 

The story notes that "Goldman Sachs Group Inc., for instance, has pried from AIG $8 
billion to $9 billion, covering viituatly all its exposure to AIG ~ most of it before the U.S. 
stepped in.” 

The Journal reported further that Goldman had become concerned about exposure to 

AIG in 2007 and had hedged its exposure: 

AIG’s trading partners were worried. Goldman Sachs held swaps from AIG that 
insured about $20 billion of securities. In August 2007, Goldman demanded 
$1 .5 billion in collateral, arguing that the assets backing the securities were 
falling in value. AIG argued that the demand was excessive, and the two firms 
eventually agreed that AIG would post $450 million to Goldman, this person 
says. 

Late last October. Goldman asked for even more collateral, $3 billion. Again, 

AIG disagreed, and it ultimately posted $1.5 billion. Goldman hedged its 
exposure by making a bearish bet on AIG, buying credit-default swaps on AIG’s 
own debt, according to one person knowledgeable about this move. 

Garrick Mollenkamp, Serena Ng. Liam Pleven and Randall Smith. Behind AIG’s Fait, 

Risk Models Failed to Pass Real-World Test, Wall Street Journal, Oct. 31 , 2008 at A1 . 

Nov, 9. 2008 

Mr. Friedman, as Board Chairman, together with the Audit Committee Chairman, 
receives a courtesy telephonic briefing from NY Fed officers the evening of November 9. 
after the transaction has been structured, signed, and approved by the Board of 

Governors of the Federal Reserve System. The transaction is scheduled to be 
announced the following morning. 

Nov. 10, 2008 

FRB Press Release, Federal Reserve Board and Treasury Department announce 
restructuring of financial support to AIG. Nov, 10, 2008, available at 
http://www.federalreserve.gov/newsevents/press/other/20081 110a, him. 

Nov, 10, 2008 

AIG Press Release, U.S. Treasury, Federal Reserve And AIG Establish Comprehensive 
Solution For AIG, Nov. 10, 2008, available at http://media.corporale- 
ir.net/media_files/irol/76/761 15/releases/1 1 1008.pdf. 

Nov, 12, 2008 

Wall Street Journal reports: "The banks that have sought and received collateral from 

AIG include Goldman Sachs Group Inc., Merrill Lynch & Co., UBS AG, Deutsche Bank 

AG and others.” It also notes that these banks “will be compensated for the securities' 
full, or par, value in exchange for allowing AIG to unwind the credit-default swaps it 
wrote." Serena Ng and Liam Pleven, New AIG Rescue Is Bank Blessing - Buyers of 
Insurer's Default Swaps Would Recover Most of Their Money, Wall Street Journal, 

Nov. 12.2008 at Cl. 

Nov. 14, 2008 

ProPublica reports that “Under the government’s latest deal, the Fed has helped AIG pay 
its obligations to those counterparties. The identity of those banks remains officially 
under wraps, but the Wall Street Journal has named a number of them: Goldman Sachs, 
Merrill Lynch, UBS, Deutsche Bank, Barclays, Credit Agricole, Royal Bank of Scotland, 
CISC and Bank of Montreal." The article reports that billions of dollars in collateral 
payments were made by AIG to Goldman Sachs dating back to 2007. Paul Kiel, AIG's 
Spiral Downward: A Timeline, ProPublica, Nov. 14, 2008. 

Nov. 17, 2008 

Reuters reports that of the 21 analysts covering Goldman Sachs, eight rated it a “buy" 
and only one analyst recommended selling the stock. Anurag Kotoky, More analysts see 
bleak fourth quarter at Goldman, M. Stanley, Reuters, Nov. 17, 2008. 

Nov. 20, 2008 

Regularly Scheduled meeting of the Board of Directors of the NY Fed takes place. The 
Board minutes do not reflect any discussion of the AIG transaction, 
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As Revised 


Chronology of Selected Events and Disclosures 


Nov. 24, 2008 

President-Elect Obama announces New York Fed President Timothy Geithner to be 
Treasury Secretary. Press Release, Geithner, Summers among key economic team 
members announced today, Nov. 24, 2008 available at 
http://change.gov/newsroom/entry/geilhner_summers_among_ 
key_economic__team_members_announced_ioday/. 

Nov. 25, 2008 

Sterne Agee analyst Ada Lee gives Goldman Sachs a '‘buy” rating, saying the banks’ 
shares were undervalued. Lee notes that Goldman's current stock price “reflects an 
unrealistically high probability of failure in light of the fresh capital raised from deep 
pockets and government funding programs." Analyst rates Goldman, Morgan Stanley a 
‘buy; AP, Nov. 25, 2008. 

Early Dec. 2008 

Mr. Friedman asks about the status of the waiver and he is informed by New York Fed 
general counsel Tom Baxter that Fed rules as a matter of practice should be considered 
in abeyance while waiver decision is pending. 

Dec, 10. 2008 

Audit Committee of the NY Fed discusses the assets received from the bailout of AIG. 

Mr. Friedman did not attend the meeting. 

Dec. 16, 2008 

Goldman Sachs releases its 2008 Fourth Quarter Earnings Report, available at 
http://www2.goldmansachs.eom/our-firm/press/press-releases/archived/2008/pdfs/2008- 
q4-eafnings.pdf. The report includes detailed information about the Firm's revenue, 
expenses, and capital. 

Dec. 16, 2008 

During Goldman Sachs’ Q4 2008 Earnings Call, Meredith Whitney of Oppenheimer & 

Co. notes that Goldman Sachs' “stated exposure to AIG has been immaterial," but asked 
whether the Federal Reserve’s purchase of AIG securities had impacted Goldman 

Sachs’ exposure. Goldman Sachs CFO David Viniar explained: “Our exposure has 
been immaterial. It is still immaterial. So there's been no change," 

Dec. 16, 2008 

Michael Wong, an equity analyst at Morningstar says: “We believe that Goldman Sachs 
is currently undervalued." Goldman Sachs' Public Progress Report, PBS, Dec. 16, 2008. 

Dec. 17. 2008 

Stephen Friedman purchases 37,300 shares o( Goldman Sachs stock. Mr. Friedman 
also receives an award of 3.906 shares by virtue of his position as a Goldman Sachs 
director. The shares will convert to common stock following Mr. Friedman's retirement 
from the Goldman Sachs board. Stephen Friedman, Statement of Changes in Beneficial 
Ownership (Form 4) (Dec. 19, 2009). 

Jan. 21,2009 

Federal Reserve Board Vice Chairman Donald Kohn grants Mr. Friedman a 1-year 
waiver allowing him to own stock in and be a Director of The Goldman Sachs Group. 

Jan. 21, 2009 

Mr. Friedman is reappointed Chairman and “Class C Director" of New York Fed by the 
Board of Governors of the Federal Reserve. 

Jan. 22, 2009 

Stephen Friedman purchases 15,300 shares of Goldman Sachs stock. Stephen 

Friedman, Statement of Changes in Beneficial Ownership (Form 4) (Jan. 26, 2009). 

Jan. 27, 2009 

Barron’s reports Friedman's stock purchases. Teresa Rivas, Goldman Director Makes 
$1 Million Buy, Barron’s, Jan. 27. 2009. 

Jan. 27, 2009 

Public announcement made that Mr. Friedman is reappointed Chairman and “Class C 
Director" of New York Fed by the Board of Governors of the Federal Reserve. 

Jan. 29, 2009 

Formal announcement made that William Dudley will replace Timothy Geithner as 
President of New York Fed. 
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Ms. Norton. Thank you, Mr. Friedman. 

Let’s begin with Mr. Baxter. 

Mr. Baxter, the committee notes that you have said publicly on 
a number of occasions that AIG, and not the Federal Reserve of 
New York, had the final say on disclosures. The committee has, 
however, in its possession an email, I believe it is up there on the 
display, that was obtained by subpoena. It involves a senior person 
in your office, and the words said are, “any public disclosure by 
AIG was still subject to FRS approval,” Federal Reserve Service ap- 
proval. That sounds pretty much like the Federal Reserve has the 
final approval with that kind of statement. 

If what you say about AIG having the final decision is true, why 
did a top New York Fed employee say that the final approval, in 
effect, rests with the Federal Reserve? 

Mr. Baxter. Madam Chairman, as I look at that email, I don’t 
see it being addressed to me. So I will have to speculate as to why 
the author of that email 

Ms. Norton. Who do you think it was addressed to, Mr. Baxter? 
You know, you don’t just send emails in the air. 

Mr. Baxter. I can’t read it well enough. Madam Chair, to tell 
you, but it doesn’t look like it is addressed to me. Madam Chair, 
I am willing to speculate, though. 

Ms. Norton. Well, since you raised the issue of who it is from, 
Steven Massari to Sarah Dahlgren. It is your top people. Your 
proxies speak for you, do they not? 

Mr. Baxter. They are not only very, very senior people. They are 
also very diligent people. And with respect to the email. Madam 
Chair, it doesn’t refer to securities disclosure. It refers to a public 
disclosure by AIG, so I would point that out as one item. 

With respect to AIG’s securities disclosures, those are AIG’s legal 
obligations under our securities laws, given that AIG was then and 
is now a publicly traded company. So in the first instance, AIG has 
a responsibility to comply with our securities laws. And that is the 
starting point. 

Now, it is true that AIG shared its securities law disclosures 
with the Fed. And it is true that the Fed commented on those draft 
securities law disclosures of AIG. Our purpose in making those 
comments was twofold: first, to assure accuracy; and second, to pro- 
tect the taxpayer interest. But at no point. Madam Chair, did we 
ever interfere with a mandatory obligation of AIG to report to the 
SEC in a securities filing. It was always for the two interests that 
I mentioned, the interest of accuracy and the interest of protecting 
the taxpayer interest that we commented on AIG’s public disclo- 
sures. 

Now, it could not 

Ms. Norton. Board approval is a very troubling word here. It 
implies what it says. 

Mr. Baxter. It is. Madam Chair, and it could not be for an AIG 
public filing and approval because that legal obligation with re- 
spect to AIG’s securities filings as a public company is AIG’s. It 
cannot be delegated to someone else. 

Ms. Norton. Agreed. 

Mr. Baxter. Not even someone at the 
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Ms. Norton. Agreed, but it looks, though, it looks as though a 
very powerful agency was saying otherwise. I agree with what you 
say, but that is not what the email said. Perhaps you can see why 
it makes it look as though the Federal Reserve of New York is not 
being up front with the American people here behind the scenes 
where these emails that put the Federal Reserve in a position that 
you yourself indicated is not a position it can have under law. 

Mr. Baxter. Correct. 

Ms. Norton. Mr. Barofsky, perhaps you can help me. I am sit- 
ting here listening to this testimony and I still cannot understand. 
I need to understand, for a moment put yourself in the position of 
the parties, why you think AIG’s counterparties were paid 100 
cents on the dollar? 

Mr. Barofsky. Well, I think that, you know, it is hard to put my- 
self into the shoes of either the counterparties or the Federal Re- 
serve, but my understanding of the discussions, I certainly under- 
stand why the counterparties wanted to be paid 100 cents on the 
dollar. 

Ms. Norton. Of course, but why would the government want to 
do that? I mean, you cannot assume in a situation like this that 
somebody wants to do evil or to cheat the taxpayers. We are trying 
to find, get beneath the appearance, trying to place ourselves at the 
table with the parties, including the government, including the 
Federal Reserve, including AIG. 

So you yourself in your testimony lay out what had just occurred. 
Why would that procedure not be used? 

Mr. Barofsky. I cannot give you an answer to that question. I 
think that if that effort and that tone were there, Mr. Baxter could 
answer that question. Probably Secretary Geithner could best an- 
swer that question. 

Ms. Norton. Well, I mean, again, if you have to assume the best 
and not the worst, then what would be the best reason for not 
using the Government’s bargaining power? 

Mr. Barofsky. I really cannot imagine. I think that, again, ac- 
cepting the policy limitations that they imposed upon themselves — 
and we don’t accept them necessarily in the audit — but even ac- 
cepting them, it seems to me that taking the effort — apparently. 
Secretary Geithner at the time was frequently speaking to the 
CEOs of many of these counterparties. It seems that just putting 
a little extra effort in trying to communicate the importance of this. 
I mean, negotiations were ongoing. It is not as if, as somebody may 
think, that they made no effort in negotiations. There was some ef- 
fort negotiating. 

Ms. Norton. So there was effort, so, you know, when you say 
that they said, “would you accept 100 cents on the dollar, less than 
100 cents on the dollar,” why, anybody would answer “no” to that 
question. 

Mr. Barofsky. The surprising thing is that one of them did an- 
swer “yes,” and that wasn’t 

Ms. Norton. And why do you think he answered “yes” and the 
others answered “no?” 

Mr. Barofsky. I think they were willing to negotiate because I 
think that, you know, if you look at it from 

Ms. Norton. Did he know the others had answered “no?” 
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Mr. Barofsky. Well, he said “yes” only as long as all the others 
would say yes. So his idea was that we would do 

Ms. Norton. Well, why didn’t he stick with the others? I mean, 
there must have been some — Mr. Baxter? — why would — you know, 
if you see that there is solidarity here and maybe you can get the 
government where you want it, why would one person say yes? He 
must have known something. He must have felt something for the 
country? Did he feel something for the economy that made him do 
it? Is he a patriot and the others not? 

Mr. Barofsky. I think that there was, you know, this was UBS, 
and I think there probably was a recognition that the Federal Re- 
serve had done so much for the global economy, and the American 
taxpayer — putting the American taxpayer who had literally taken 
the entire global economy on its back and was supporting not just 
the U.S. institutions, but the global systemic risk that the sac- 
rifices the taxpayer had made. 

And that, I think, is a powerful argument in the context of nego- 
tiations if it is made clear how important it was to the American 
decisionmakers, to the principals. And I think that perhaps, I don’t 
want to crawl into the mind of the UBS, but there was a willing- 
ness to engage in these discussions, but as long as all the others. 
And because seven of the eight had said no, the Federal Reserve 
essentially shut down those negotiations. 

But I think it is a very fair question to say why not do something 
similar to what was done just a couple weeks before in Washington 
with respect to the Capital Purchase Program, which is, again, 
those were not compelled transactions, it was ultimately a vol- 
untary transaction, but the negotiations, if you will, were con- 
ducted in a very, very forceful manner that made it very clear that 
this was an issue of national importance. 

Ms. Norton. So I would ask you the same question, Mr. Baxter. 
One of the reasons I feel so angry at the banks and at the govern- 
ment is that this is a commonsense question that anybody would 
ask without being very learned or very practiced in negotiations. So 
could you give us your answer? 

Mr. Baxter. And I think. Madam Chair, this is a key question. 
The key question is, why didn’t the Federal Reserve act success- 
fully to get a concession of perhaps 

Ms. Norton. Is your mic on, sir? 

Mr. Baxter. I think it is. 

Why weren’t we successful in getting a concession from the 
counterparties? Why wasn’t AIG successful in getting a concession 
from the counterparties, because that was the situation? And it is 
related to bargaining power. 

Now, typically when a debtor is trying to restructure a debt with 
a creditor, the bargaining power that the debtor gets. Madam 
Chair, is from the threat of bankruptcy. This negotiation with the 
counterparties was taking place in the fourth week of November 
2008. So how would the threat of bankruptcy have played during 
that particular period of time? And of course. Madam Chair, you 
know that the Federal Reserve had already interceded to save AIG 
from bankruptcy on September 16, 2008, only 6 weeks before. 

So what about the bankruptcy threat? And I have three re- 
sponses. First, that threat was not credible, given the actions of 
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September 2008. Second, that threat of bankruptcy was not true. 
We were not prepared to put AIG into bankruptcy in November 
2008, and we don’t misrepresent situations in negotiations at the 
Federal Reserve. 

Ms. Norton. But the threat was there. Excuse me. The difficulty 
and the bargaining positions were there. So I still don’t understand 
why ask a simple question didn’t proceed, with business as usual, 
as if you weren’t holding that threat card. 

Mr. Baxter. And I am trying to explain exactly why we had no 
bargaining power with respect to the bankruptcy risk. The first is 
it wasn’t credible. The second is it wasn’t true and it would have 
been unethical for us to suggest otherwise. And the third is it 
would have been counterproductive because the biggest threat we 
were facing at that point was the threat of the credit rating agen- 
cies downgrading. 

Ms. Norton. Mr. Baxter, I understand that nuclear bomb 
threats are not credible. And I can understand your argument as 
to the insolvency. 

Mr. Barofsky, now, it is true that when you comment and you 
tell somebody, you know, you are going to kill them, and you know 
for sure that you are not, and they know for sure you are not. Then 
the question becomes, what is the next step after the nuclear bomb 
threat? 

Mr. Barofsky. I think there are two things. First of all, what I 
was suggesting, that the principals got involved in negotiation. I 
wasn’t suggesting that they threaten bankruptcy. My comparison 
to what happened a couple of weeks earlier was, again, presuming 
all the restrictions that Mr. Baxter and Secretary Geithner had put 
on themselves, including not wanting to threaten bankruptcy. So 
first of all, I think that what I was, when drawing this comparison, 
I wasn’t suggesting that they do. 

As to the complete absence of leverage, again, I think you have 
to look at this in the context of what the situation was, what the 
position of U.S. Government officials explaining how important this 
was, much like they had 2 weeks earlier. And I don’t think that 
they needed to threaten bankruptcy. 

However, as Secretary Geithner noted this morning, there was a 
very serious concern at the Federal Reserve and in the markets 
that there was going to be a downgrade of AIG, a downgrade that 
Secretary Geithner and the Federal Reserve have indicated to us, 
would have resulted in AIG going into bankruptcy despite the best 
efforts of the Federal Reserve. There is a limit on how much 
money, perhaps, the Federal Reserve was willing to print at some 
point if bankruptcy was triggered. 

And I think that, again, without threatening bankruptcy, I think 
that if there was a negotiation, if everyone was in the room, the 
Federal Reserve could point to the fact that there is a possibility 
of a downgrade. They could point to what the market was treating 
AIG’s debt at the time. The credit default swaps were through the 
roof. There was fear in the market that AIG would default. And 
again, without threatening the bankruptcy, could point out the fact 
that if there was not a resolution, if they didn’t agree to a haircut, 
it may be difficult for the Federal Reserve to get Board approval. 
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for example, to pay 100 cents on the dollar. They had not yet re- 
ceived that approval. 

What I am saying is that there is a whole different range of op- 
tions in that negotiation that could have occurred had they simply 
brought everyone in the same room and if it was made a priority, 
if there was a level of effort across the board. 

I can’t tell you if it would have worked. I have no idea if it would 
have worked. 

Ms. Norton. Well, have you ever heard 100 cents on the dollar 
being given in the kind of situation like this? Isn’t that rare as a 
way to come forward when you see a desperate situation on the 
other side? Surely, some gradations down from that were in order. 

And I guess I should ask Mr. Baxter. The puzzling thing is to 
come up with 100 cents on the dollar without proceeding through 
some other process until you maybe had to get there. We don’t see, 
the committee does not see how you — and is bothered by the spon- 
taneous nature of the acceptance of the notion that the government 
had to pay 100 cents on the dollar. We have hardly heard of a ne- 
gotiation in our lifetime when that is what two unequal parties at 
the table end up doing, no concession, 100 cents on the dollar. 

So perhaps you can tell us why what Mr. Barofsky says at least 
some sense, yes, of course, you are not going to put them into bank- 
ruptcy. We do not question nearly as much the bottom line here as 
we question how you got to that bottom line. 

Mr. Baxter. Well, because we couldn’t use the threat of bank- 
ruptcy, Madam Chair, one question was could we use our regu- 
latory or supervisory power? And we considered the answer to that 
question “no,” because that would have been an abuse of our 
power. And the reason we felt that is it wasn’t using the super- 
visory power with respect to an institution to get it to do something 
to enhance its safety and soundness, for example, like raise more 
capital. 

If an institution doesn’t do that, and it is appropriate if the Fed 
believes there is insufficient capital to use a promise or a threat 
perhaps of enforcement action to induce the institution to take that 
action, that was not the case here. Here, the suggestion is we use 
our regulatory power to cause a counterparty to give up property 
in the form of a concession. 

So it is not using the regulatory power for the purpose intended 
by law. It is using the regulatory power as a promise or a threat 
to extract money from someone. And that raises all kinds of consid- 
erations that are not consistent with the rule of law. 

And just another point. Madam Chair. 

Ms. Norton. You apparently didn’t think you had to change the 
regulatory power in order to deal with Bank of America. Somehow 
you would have to go back, change the law in order to deal with 
AIG. 

Mr. Baxter. Well, Madam Chair, remember what happened 
when we asked the two French banks, SocGen and Calyon, if they 
would give a concession. Their first answer was no, and then they 
were supported in that negative answer by the French Banking 
Commission. So that happened with the two French banks. 

You also asked earlier about UBS. Now, UBS said, “we might 
consider as much as a 2 percent concession, but only if everyone 
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does it, everyone else does that as well.” And so there was a fairly 
effective blocking action there by UBS. 

Now, on the point that participating in the benefits of all of the 
Federal Reserve’s and the Treasury’s action in combating the finan- 
cial crisis, with respect to UBS, Madam Chair, remember UBS had 
already been rescued by Switzerland in the financial crisis. 

So again, in UBS, we are dealing with UBS. We asked them if 
they would consider a concession. You know what their answer is, 
but it is a hard case to make that they owed the United States a 
favor when Switzerland had already come to their rescue. 

Ms. Norton. Thank you, Mr. Baxter. 

I am going to move now, since I have had more than the allotted 
time because it took you all so long to get back, I am going to move 
to the ranking member. 

Mr. ISSA. I thank the chairwoman, and I certainly think that this 
was a good case for your not necessarily wanting a floor vote today. 

Ms. Norton. But not tomorrow. 

Mr. IsSA. But not tomorrow. 

Thank you. Madam Chair. 

Mr. Baxter, I didn’t know who you were after 30 years of loyal 
service until a few days ago, so forgive me for maybe now playing 
total catch-up. Your old boss, now-Secretary Geithner, spoke glow- 
ingly about the staff and the hard work and the people involved. 
But we now believe and understand that a staff report was done 
within the Fed that said “let AIG go bankrupt,” and that was 
never, ever brought before the Board. In fact. Chairman Bernanke 
pulled it so it would not be considered by the broader Board of Gov- 
ernors. 

Are you familiar with that study or report? 

Mr. Baxter. I am not. 

Mr. IssA. You are not. So he kept it from a person who was — 
these emails show you were at the center of all of this. He kept 
from you his own staffs decision. Chairman Bernanke did not trust 
his own Governors or even the New York Fed’s inner circle with 
a recommendation that said let them go bankrupt. 

Does that surprise you? 

Mr. Baxter. First, ranking member, I am the general counsel of 
the New York Fed. The chairman 

Mr. IssA. But all that question was in the New York Fed. It was 
a study on behalf of the New York Fed. 

Mr. Baxter. I don’t know the study, and I am sorry I don’t. 

Mr. IsSA. OK. Well, with any luck and with the indulgence of the 
Chair, we will get discovery on that. As of right now, all I have is 
a whistleblower and one Senator who confirmed that it exists, but 
has said on CNBC that he can’t release it, even though he thinks 
it is damning. 

Additionally, you are familiar with Schedule A of the documents. 
OK. So this unredacted form shows 57773 and some alpha numeric 
after that. It then shows that Deutsche Bank would be the 
counterparty recipient, the breakdown. Basically, these are sort of 
who owns the bonds, to put it in terms the American people would 
understand. 

Are you familiar with this document called Schedule A? It was 
delivered from the Fed. 



228 


Mr. Baxter. This was Schedule A, the shortfall agreement? 

Mr. IssA. Yes. 

Mr. Baxter. Yes, I am familiar with that. 

Mr. Issa. Are you familiar with the cover-up that AIG, with the 
insistence of the Fed, clearly perpetrated by getting this made con- 
fidential and not disclosed to the public until 2018, that work con- 
tinuing until may of this year, or last year? 

Mr. Baxter. Congressman, there was no cover-up. I can explain 
the processing of the Schedule A. 

Mr. Issa. Well, if you can just briefly tell me the first part, which 
is are you familiar with the work that went on to seal this from 
being disclosed in public SEC filings at least until 2018. 

Mr. Baxter. I am familiar. 

Mr. Issa. OK. And in a short way, do you think that is right or 
wrong? 

Mr. Baxter. I think all of the conduct was perfectly appropriate. 

Mr. Issa. OK. Well, I am going to leave that because although 
I don’t agree, ultimately I just wanted that answer and we will see 
in time on other people. 

Can you put up slide 23 please? 

Can you please explain what happened following your receipt of 
an email from Marshall Huebner? And did AIC ever make this fil- 
ing with the SEC? 

Mr. Baxter. Would you like me to explain? 

Mr. Issa. Please, as briefly as possible. 

Mr. Baxter. This concerned a salary increase for the chief finan- 
cial officer of AIC, and Mr. Huebner was concerned about that sal- 
ary increase. I was also concerned about that salary increase. And 
as a result of our collective concern, I had conversations with AIC, 
and the chief financial officer in question decided that he really did 
not want the salary increase at this time. The salary increase was 
withdrawn. 

Mr. Issa. OK. So by talking him out of it, it didn’t have to show 
up in public filings, so it was no harm, no foul in this case? 

Mr. Baxter. It had nothing to do with the public filing. It had 
everything to do with we didn’t think this was appropriate. 

Mr. Issa. OK. 

Mr. Baxter. The salary increase. 

Mr. Issa. A last question for you, and then I want to quickly go 
to the SIGTARP. Do you know of a compelling legal authority that 
would have prevented AIG from going bankrupt? In other words, 
did the Fed have the authority to let them go bankrupt? Because 
Secretary Geithner has implied that he didn’t have any options and 
he didn’t have the authority to do anything but what he did. 

That is pretty much ayes or no. Did you or anyone at the New 
York Fed, to your knowledge, in fact do a study or come up with 
a legal opinion that said you can’t do anything else except let them 
go bankrupt or do this, and you can’t let them go bankrupt? 

Mr. Baxter. First, we were not the supervisor of AIG on Septem- 
ber 16, 2008, so we had no supervisory responsibility. 

Mr. Issa. No, no, but my question is since Secretary Geithner 
was there and said there was no other choice, your boss made the 
call. Do you know of a legal opinion that he was given or that ex- 
ists today as to that? 
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Mr. Baxter. Well, I was his chief legal officer, and I would say 
then what I say now, and that is we need a resolution statute in 
this country to deal with institutions as systemically significant as 
AIG. We didn’t have that tool in September 2008 and we still don’t 
have that tool. Congressman. 

Mr. IssA. OK. 

Mr. Baxter. And we really need it. 

Mr. IsSA. But, you know, I am going to ask this for 2 minutes, 
quickly, to sort of counter the very long time, but I will be very 
brief 

Mr. IsSA. I thank the chairman. 

Chairman TOWNS, [presiding]. I yield the gentleman 2 minutes. 

Mr. IsSA. Mr. Barofsky, your report directly contradicts so much 
of what we are hearing from people that were there or are there 
as to whether we will get paid back. Let me break it down to just 
two questions, and then take the rest of the 2-minutes for your an- 
swer. 

One, is it true that we are just not going to get paid back by any- 
one’s reasonable estimation certain funds? And two, had we used 
other means to underwrite AIG such as we will buy out that at a 
discount or we don’t buy them? We will guarantee or give, or buy 
at discount, you decide whether you want our AAA rating versus 
actually getting the transfer at a time when these banks wanted 
a transfer? 

If any of these other techniques that you are now aware of that 
logically could have been used, would we be in as bad a situation 
of not getting paid back as we are? 

And then, please elaborate on what we are seeing of what we are 
not going to get paid back that flies, and that doesn’t even include, 
by the way, the idea that the moneys come back and it is being re- 
spent in other ways. But just as to your knowledge, can you give 
us as much knowledge, as much time as we do have to answer 
that? 

Mr. Barofsky. Sure. Ranking Member, I just want to take the 
chance that is in my initial testimony to thank you and the chair- 
man for your support of our organization and for the leadership 
and the tenacity that the two of you and this committee has shown 
in bringing transparency to the AIG bailout. The Treasury’s own 
calculation is when they did their financial statement at the year- 
end, September 30, 2009, projected a more than $30 billion loss on 
its AIG investment. 

When you are looking at these counterparty payments, you can’t 
look at just one part of them. They were basically in two chunks, 
if you will. There is the Federal Reserve loan to Maiden Lane III, 
which purchases securities. This is about $29 billion. And the rest 
were counterparty payments, the balance of about $33 billion that 
AIG had previously made. So there is a total of about $62 billion. 

Now, with the chunks that the Federal Reserve lent to Maiden 
Lane III, that portion, which we have been hearing about, how that 
is on track to be paid back and the taxpayer may actually, and the 
Federal Reserve Bank of New York may actually make a profit on 
that. I see no reason to think that is not true. That may very well 
be accurate, that one piece of it. 
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However, the other piece, and these really are two sides of the 
same coin, and we have been critical of trying to separate that out 
and only looking at the Federal Reserve piece and saying, “oh, be- 
cause that is going to get paid back, it is a profit,” that other part 
is part of the projected $30 billion loss. 

So one of the reasons why we are so critical is that if you just 
say, “oh, on these transactions, where the Federal Government, the 
taxpayer, is on track to be made whole,” for someone who is not 
as familiar with the intricacies of these transactions as we all are, 
you would get the mis-impression that the counterparty payments, 
the decision to pay 100 cents on the dollar, is going to leave the 
taxpayer whole. 

And by Treasury’s own calculation, you can’t separate that $30 
billion of anticipated loss from these transactions because the 
money that AIG paid came from a loan from the Federal Reserve, 
a separate loan that was then paid down with taxpayer money 
through the TARP. So I think it is 

Mr. ISSA. I am sorry, so I think it is very difficult and I think 
it is inappropriate to separate those two out. 

Thank you, Mr. Chairman. 

Chairman Towns. I now yield 5 minutes to the gentleman from 
Massachusetts. 

Mr. Lynch. Thank you, Mr. Chairman. 

I want to thank the witnesses for your willingness to help the 
committee with its work. 

Mr. Barofsky, we have been going back and forth with Secretary 
Geithner and Secretary Paulson earlier today about the decision to 
pay the derivatives, well, credit default swaps that were entered 
into between AIG and Goldman Sachs and a handful of other com- 
panies. The position of Secretary Geithner is that he didn’t have 
any other tools other than paying 100 percent of the value, 100 
cents on the dollar, or allowing AIG to go into default and bank- 
ruptcy. And at least the testimony of Mr. Paulson is that he was 
not there, and I find that mystifying. 

But in your own impression and reviewing the record here, was 
there any opportunity for Secretary Geithner, the Treasury, the 
Fed, to negotiate a haircut with Goldman Sachs instead of paying 
them at par value, and thereby saving the American taxpayer pos- 
sibly billions of dollars? 

Mr. Barofsky. Yes, and I think that as the Federal Reserve and 
the Secretary acknowledge, the whole plan that the hope from the 
Federal Reserve was to attempt to negotiate a haircut. So if there 
was an agreement among the parties to pay, to accept less than 
par, that obviously wouldn’t have violated any of the policy con- 
cerns that have been described. And I think very much these nego- 
tiations could have been conducted in a different way, a more force- 
ful way. 

The comparison that you cited to Secretary Geithner earlier and 
which is discussed in our testimony is looking back to the Capital 
Purchase Program when the nine banks were summoned to Wash- 
ington, DC, and, as mentioned in my testimony, that is a pretty 
good example of what could have been done. 

There, of course, it was the principals that were involved in the 
negotiation for both sides, whether it was Secretary, then-President 
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Geithner, Secretary Paulson, Chairman Bernanke on hehalf of the 
government, and the chief executive officers of the nine banks on 
the other side. That didn’t happen with AIG. The forcefulness of 
those negotiations, being told that this was important to the Amer- 
ican people. 

Now, I am not suggesting that threatening to pull their license 
or using regulatory authority to punish those that didn’t partici- 
pate, but emphasizing how important it was to policymakers of the 
U.S. Government. That didn’t happen with respect to AIG. And in- 
deed, again, these were conversations that were done largely over 
the telephone with mid-level executives. 

Those nine executives were summoned to D.C. for the TARP, and 
they were put around the table. And that communication, that this 
is really important and we could, you know, I can continue to spec- 
ulate and give about 9 or 10 other things that could be said, all 
I think within the confines of the Fed’s policy considerations. 

Now, we have been somewhat critical of some of those policy con- 
siderations, and you know, we disagree with some of them, as re- 
flected in the audit. But I think that what is bothersome is that 
even if you accept all of those concerns, they could have just tried 
a little harder, and maybe it would have been unsuccessful. We 
don’t know. But as I noted in my testimony, we recently spoke to 
the French regulator, and they said if the negotiations went some- 
thing like that, they would at least be willing to engage. And we 
know that UBS would have been willing to engage. 

And we don’t know what the reaction is of the other potential 
counterparties because that telephone conversation from then- 
President Geithner or then-Secretary Paulson or Chairman 
Bernanke saying, “hey, this is important; we want to you to be in- 
volved,” we know they were talking to these CEOs on a regular 
basis, but this wasn’t elevated to that level, and we will never 
know what the result might have been. But it may have resulted 
in saving the taxpayers billions, if not tens of billions of dollars, but 
we just don’t know the answer. 

Mr. Lynch. OK, thank you. 

Mr. Baxter, maybe you have been asked this question before, but 
in terms of the decision to make the payment at 100 cents on the 
dollar, were you part of that discussion? 

Mr. Baxter. I wasn’t in the discussions with the counterparties. 
Congressman, but I was part of the supervisory team. 

Mr. Lynch. How did you arrive at that? Could you tell me? 

Mr. Baxter. I can try. First of all, there was a critical deadline. 
Congressman, of November 10th, and that was the day that AIG 
was going to announce a $25 billion loss in its 10-Q for the third 
quarter, so we were looking at that. And we were being told by the 
credit rating agencies that unless something happened with respect 
to the credit default swaps on or before November 10th that there 
was a strong probability of a downgrade. 

Now, a downgrade would have been catastrophic. It would have 
brought us back to where we were in September, on the brink of 
an AIG bankruptcy. So from those of us who were working at the 
New York Fed, we looked at that as a hard deadline. And the exe- 
cution risk of failing to get the credit default swaps torn up by that 
date was it would have put us back on the brink of bankruptcy. 
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So that was the risk of deal failure. That was the execution risk, 
so we had to get the deal done. 

AIG had been unable, as Mr. Habayeb has testified, to get those 
credit default swaps torn up. On November 6th, Congressman, we 
got formal authorization from Stasia Kelly, who was then AIG’s 
General Counsel, to take over and see whether we could get those 
credit default swaps terminated by deadline. So we were operating 
against the clock to do that. 

Our choices were should we push for concessions and try to use 
whatever leverage we had to get those concessions? Or should we 
simply go to par which would apply to every counterparty, and the 
way par works is you offset the collateral that these counterparties 
had been pulling out of AIG against — you offset that collateral 
against the par price of the bonds. 

So those were the weighing of the risks as we faced them. And 
on the one hand, failure to get a deal on or before the 10th would 
have brought us back to the brink of an AIG bankruptcy. So the 
risk was in pushing for concessions of perhaps 2 percent. We risked 
billions of further Federal Government assistance. 

Now, what happened? We asked eight counterparties about con- 
cessions. Seven said “no.” Two of those seven were French, and 
they were supported by the French Government in their refusal. 
The one that said “perhaps” was UBS. It said perhaps up to 2 per- 
cent, but we need to be treated just like everybody else. 

So had we continued to use whatever leverage we had, and as 
I said earlier, we didn’t have much, we risked losing the deal by 
November 10th, and that would have brought us right back to Sep- 
tember, to the brink of an AIG bankruptcy and to catastrophic sys- 
temic consequences that would have resulted. 

That balancing led us to see that the solution would be to go 
with no concessions. We brought that to President Geithner. He 
agreed, and that is what we did, but we brought it home by dead- 
line. We got it done by the 10th. 

Chairman Towns. The gentleman’s time has expired. 

I now yield 5 minutes to the gentleman from Indiana, Mr. 
Souder. 

Mr. Souder. Did I hear, Mr. Baxter, did you say that Mr. 
Geithner signed off on paying at par as part of that decision? 

Mr. Baxter. He did. 

Mr. Souder. I didn’t have that impression earlier, but maybe I 
misunderstood something. 

I am not sure who to ask this particular question to first, but let 
me ask Mr. Barofsky. One of the questions here is, my understand- 
ing was, to avoid the — and part of the question for the secrecy, was 
to avoid the risk of the rating agencies downgrading the securities 
and bonds. Is that true? Is that your impression? 

Mr. Barofsky. The Federal Reserve has cited as one of the jus- 
tifications for paying the counterparties at par was one of the con- 
cerns about the effect on ratings agencies and the impact. 

Mr. Souder. And why hadn’t they already been downgraded? 

Mr. Barofsky. Well, they actually had been downgraded up until 
that point, but 

Mr. Souder. Do you believe they were keeping up? In other 
words, in the many hearings that you have been here and so on. 
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it seems to me that to have a private economy work, one thing has 
to happen because, you know, CalFed, or whatever the big insur- 
ance for State employees there, is the biggest, I guess, investor, 
and he said he has only got a couple of people to track. If those 
rating agencies aren’t accurate, the whole system collapses. And it 
seemed to be questionable whether they were moving fast enough 
in the economy to downgrade it. And in effect here, a partner in 
the Fed was trying to help disguise it. 

Mr. Barofsky. I mean, ultimately, one of the observations in our 
audit is the outsize influence the credit rating agency had through- 
out this process. As Mr. Baxter just stated, it was basically the rat- 
ing agencies that were holding the gun to the head of the Federal 
Reserve, giving them the perception they had to move so quickly. 
It was the rating agencies that gave the fear to the Federal Re- 
serve, and I am sorry, I don’t mean to, I am paraphrasing Mr. Bax- 
ter, but that fear that AIG would be put into bankruptcy, that was 
a legitimate fear that the Federal Reserve had because of the re- 
sults of the rating agencies. 

And of course, so much of the lead-up to AIG’s problems were the 
result of the rating agencies. First, over-valuing the CDOs and the 
bonds that underlie the credit default swaps, and then throughout 
the process. Indeed, it was the rating agencies who were ultimately 
looked at the original deal that the Fed brokered with AIG and the 
high interest rate, and determined that, too, would lead to an even- 
tual downgrade. So, yes, they had an outsize role in this for cer- 
tain. 

Mr. SOUDER. Mr. Baxter, my question to you would be how can 
a free market economy work if the Fed tries to manipulate the rat- 
ing agencies by pumping money in and trying to conceal that? 

Mr. Baxter. We never tried to manipulate the rating agencies. 
Congressman. We took their observations as they gave them to us, 
never tried to lever them in terms of what they were going to do 
with respect to AIG. Instead, what we tried to do was to restruc- 
ture AIG to avoid a downgrade. 

Now, in the context of November 10th, and this is an important 
point with respect to the credit default swaps, had that downgrade 
occurred, many of the counterparties would have had a right to ter- 
minate their credit default swaps, which would have enabled them 
to keep the cash collateral posted and the bonds. And that is a crit- 
ical piece here because the way we restructured these credit de- 
fault swaps, the Fed took the bonds into our vehicle. Maiden Lane 
III. And remember, the bonds had diminished in value from par to 
approximately half, and the counterparties had gotten collateral for 
that diminution in value. 

As those bonds, which we now have in our vehicle, as those 
bonds come back in value as our Nation emerges from the worst 
financial crisis in 70 years, we capture that value in a Federal Re- 
serve vehicle. And so it is the offset, if you will, in broad terms, 
conceptual terms, to the collateral that was posted. 

And so this is another important feature of the restructuring 
that the Fed did which was far, far better than the alternative of 
allowing there to be a rating agency downgrade and those cata- 
strophic consequences. 

Mr. SoUDER. And why did you want to conceal that? 
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Mr. Baxter. Never wanted to conceal that, Congressman. It is, 
and we tried 

Mr. SouDER. Is it inaccurate to say that you asked for special 
conditions where markets wouldn’t he able to see, for fear they 
might speculate if they saw that you were taking this position? 

Mr. Baxter. Well, first with respect to the schedule A, to the 
shortfall agreement which had the counterparty names, the 
CUSIPs, the tranches. It was never the intention of AIG or the Fed 
for that schedule to he filed with a shortfall agreement. So there 
was a misunderstanding in the beginning, I think, as to why that 
wasn’t attached. 

Now, the Commission came back and said, we need that exhibit 
attached, and then we made an application for confidential treat- 
ment because we thought that information would hurt the taxpayer 
interest in our vehicle. Now, the information I am talking about 
are the counterparty names, the CUSIP numbers identifying the 
bonds we hold, and the tranches. After the hearing that occurred 
before this committee in March, we and AIG changed our view on 
the counterparty names. 

So the only information today that is confidential with respect to 
the schedule A is the CUSIP numbers and the tranches, the identi- 
fying information for the cards, if you will, that the Fed holds in 
its hand in this vehicle. That is what we are keeping confidential 
now, and for the right reasons because we are worried when we 
sell out that portfolio that if the street knows what we are holding, 
it will hurt the taxpayer interest. That is the only reason. It is not 
a cover-up. 

Chairman Towns. The gentleman’s time is expired. 

I now yield 5 minutes to the gentleman from Maryland, Mr. 
Cummings. 

Mr. Cummings. Thank you very much, Mr. Chairman. 

Inspector General Barofsky, thank you again for all the work you 
and your team have done over the last year. It has been simply in- 
valuable. 

When I and 26 of my colleagues wrote to request that you con- 
duct an audit of the issues before us today, our main concern was 
the decisionmaking process leading to paying AIG’s counterparties 
at 100 percent par value. However, after Bloomberg and the New 
York Times published emails surrounding the disclosure, questions 
began to emerge about how the events surrounding the Maiden 
Lane III transactions were disclosed to the SEC. 

One of the first things I did was send you a letter asking wheth- 
er your staff already knew about the emails that were released to 
the press and did these emails affect the conclusions that you 
reached in your audit. I was also interested in whether you 
planned to open the audit. 

You responded quickly, as you recall, saying that it was not your 
policy to comment on open investigations. Is that correct? 

Mr. Barofsky. Yes. 

Mr. Cummings. All right. And I want to clarify, in your office 
“audit” and “investigations” are different tasks conducted by dif- 
ferent personnel in different divisions. Is that right? 

Mr. Barofsky. That is correct, generally speaking. 
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Mr. Cummings. OK. And what are the missions of those divi- 
sions? 

Mr. Barofsky. Sure. Audit, as you know, under EESA, we have 
the responsibility to both audit and investigate all actions taken 
under the TARP. The best way I think to think of audit, it is al- 
most investigation without the presumption that there was a crime 
or a violation. It is a review, a historical review of what occurred, 
and in looking to see what went wrong, what went right, and ex- 
plaining, bringing basic transparency and making recommenda- 
tions. 

Our Investigations Division is a law enforcement agency. We are 
like the FBI for the TARP. It is populated generally by special 
agents who have full law enforcement authority, guns, badges, and 
the authority to make arrests. We also have attorney advisers and 
support personnel. And when we move something into the Inves- 
tigations Division, it is because we are taking a look to see if there 
was misconduct. If there is some reason or there is an allegation 
or we suspect in certain cases where there is a crime or even a civil 
violation, we do support civil investigations as well, we move it 
over into that section. 

So with respect to your letter and the request, we didn’t receive 
many of the documents that this committee received, including 
those documents, as well as some other documents that pertain 
very directly to some of the issues directly addressed in the audit. 

Mr. Cummings. Does it surprise you that you didn’t receive them 
when you would, I mean, now looking back? 

Mr. Barofsky. Some of the documents I am extremely surprised 
that we didn’t receive. And that is why we are conducting a new 
investigation to determine what the circumstances were of why 
specific documents that we requested were not provided to us. 

Mr. Cummings. So an open investigation is not the same as an 
open audit. Is that right? 

Mr. Barofsky. That is correct, sir. 

Mr. Cummings. And I assume you cannot say whether the open 
investigation is civil or criminal. Is that correct? 

Mr. Barofsky. Well, an investigation at this stage in particular, 
we are just starting out. We are just taking a look and see where 
it goes. If it does result in our belief for a referral for civil or crimi- 
nal prosecution, we would do that. We would then interact with the 
Department of Justice. We don’t have prosecutorial authority. 

If we determine otherwise, especially with respect to these inves- 
tigations, we have the option of preparing an investigative report 
which we will provide to you and this committee reporting on our 
findings. 

Mr. Cummings. Can you tell us what the timeframe is for this? 
Do you just have to take your time and fi^re that one out? 

Mr. Barofsky. I mean, for us to do this right, 250,000 pages of 
documents that this committee received, we also received. That is 
going to take us some time because we really can’t determine what 
we didn’t receive until we go through literally every page of those 
documents. 

And given the significance and importance of this matter, I usu- 
ally drive my agents pretty hard and ask them to move very, very 
quickly. In this instance, I told them above all to move quickly, but 
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we need to be very thorough and very accurate. And that will be 
followed, as all investigations, by a series of interviews once we get 
our hands around the documents. 

So I hesitate to put a time. 

Mr. Cummings. I understand. Bloomberg reported this morning 
that you are, “probing whether the New York Fed improperly lim- 
ited the release of information about payments to AIG’s bank 
counterparties.” Is this correct or can you comment on that? 

Mr. Barofsky. Yes. We also have opened a probe into some of 
the allegations that came here. And again, I really want to stress 
that when we open an investigation, we are not presuming mis- 
conduct or anything like that. It has been suggested that there was 
misconduct. Again, so what we are doing, it is our job, our respon- 
sibility, our statutory responsibility when such issues are raised, 
we have to go look at it. 

And as I said, if everything was done in a legally correct manner, 
we will report that. 

Mr. Cummings. I see my time is up. 

Thank you, Mr. Chairman. 

Chairman Towns. Thank you very much. 

I now yield 5 minutes to Congressman Bachus. 

Mr. Bachus. Thank you. 

Mr. Barofsky, I am going to ask you this question. You know. 
Secretary Geithner says that they didn’t disclose some things, but 
now they have come, they have fully disclosed everything and they 
are trying to inform the American people. 

However, I think his testimony today appears to mislead the 
American people, and let me ask you about that. 

On page 10 of his testimony, he is talking about the AIG bailout. 
We paid the fair market value at the time for the assets. Essen- 
tially, what the Federal Reserve did was to purchase these securi- 
ties from the counterparties with a par value of $62 billion for a 
purchase price of $27 billion. That is not true, is it? 

Mr. Barofsky. It is partially true. 

Mr. Bachus. Partially true. What they don’t say is they got $27 
billion of taxpayer funding and they got to keep $35 billion worth 
of collateral. 

Mr. Barofsky. I mean, it is true in addition to the $27 billion 
that came from Maiden Lane III, all that other AIG collateral that 
they previously had been paid, which was made possible largely by 
the other loan from the Federal Reserve, which was back-filled $40 
billion by taxpayer money. And I think in the Secretary’s full testi- 
mony, he does acknowledge that there is an AIG loss. What we cite 
in our testimony was a statement that was put out by Treasury 
which was completely unbalanced and gave the impression that the 
taxpayers would be made whole because of that narrow issue of 
Maiden Lane. 

Mr. Bachus. Well, that is actually what this statement this 
morning to me says that they purchased securities with a par value 
of $62 billion for a purchase price of $27 billion. 

Mr. Barofsky. It is literally true in the Maiden Lane III facility. 
That is what occurred. It is literally true. 

Mr. Bachus. Yes. He said in the end, the prices paid for the se- 
curities were their fair market value. That is not true either, is it? 
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Mr. Barofsky. Well, again, with respect to the Maiden Lane III 
part of it, it is literally true, but to look at these transactions as 
a whole, the counterparties did receive 100 cents on the dollar for 
those securities and for tearing up the credit default swap con- 
tracts. So the total compensation when you include the collateral 
they were able to keep was effectively par value. 

Mr. Bachus. Because the counterparties, they received $62 bil- 
lion in all, $27 billion of it paid directly from the special purpose 
vehicle. 

Mr. Baxter, Mr. Friedman, you would agree with that? They re- 
ceived $27 billion from the special purpose vehicle, is that correct? 

Mr. Baxter. I think it is very important. Congressman Bachus, 
to understand that we paid for multi-sector CDOs with a par value 
of $62 billion. 

Mr. Bachus. Right. 

Mr. Baxter. Our vehicle paid $29 billion. 

Mr. Bachus. $29 billion, all right. 

Mr. Baxter. Now, $27 billion went to the counterparties; $2 bil- 
lion went to AIG. Another important aspect of this is then we re- 
ceived those multi-sector CDOs into our vehicle. 

With respect to the cash collateral that AIG posted, this is impor- 
tant. This is important. 

Mr. Bachus. But what I am saying, to say that 

Mr. Baxter. We now can recapture that because as those multi- 
sector CDOs come back in value as our Nation emerges from the 
worst financial crisis in 70 years 

Mr. Bachus. I understand about the worth, but what I am 
saying 

Mr. Baxter. Then the value comes back. 

Mr. Bachus. But what I am saying, it was $27 billion and then 
it was $35 billion worth of collateral that the counterparties were 
allowed to keep. 

Mr. Baxter. Which they were legally entitled to. 

Mr. Bachus. Oh, I understand that, but what I am saying to say 
that this, you know, that for $27 billion you get $62 billion worth 
of asset is certainly not the whole truth, is it? 

Mr. Baxter. The whole truth. Congressman, is you have 

Mr. Bachus. No, I am asking you. 

Mr. Baxter. I am trying to answer your question. You have in- 
surance policies in the form of a CDS. You have assets that are in- 
sured. We got the assets. What happened with AIG is they got to 
tear up the insurance policy that was threatening its survival. 

Mr. Bachus. Right. I understand all that. I mean, I have heard 
that repeatedly. 

Mr. Baxter. That is the whole truth. 

Mr. Bachus. But he also says that the fair market value, that 
you paid the fair market value. But some of these CDOs, some of 
them they were rated CCC or lower, and the market prices at the 
time, a lot of them were 20 cents and below that. Is that not cor- 
rect? 

Mr. Baxter. Well, Congressman, I am a lawyer. I won’t comment 
on the value of any particular asset because it is beyond my com- 
petence. In our view and the view of our experts 
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Mr. Bachus. Well, BlackRock, who the Fed hired, they said that 
they valued the paper at the average of less than 50 cents on the 
dollar. That would have been somewhat less than $31 billion. 

Mr. Baxter. In November 2008 at one of the worst points in our 
financial crisis, the loan we made from the Fed to Maiden Lane III, 
the vehicle that is holding the assets, is a 6-year loan and we have 
a right of renewal. So we can hold these assets. 

Mr. Bachus. Oh, I understand all that, but I am saying at the 
time you paid par for something that was trading — BlackRock says 
they were trading 50 cents on the dollar. 

Mr. Baxter. We paid fair value. 

Mr. Bachus. All right. 

Chairman TOWNS. The gentleman’s time is expired. 

I yield 5 minutes to the gentlewoman from New York, Congress- 
woman Maloney. 

Mrs. Maloney. Thank you, thank you very much for yielding, 
Mr. Chairman, and ranking member for holding this hearing. 

Along with many of my colleagues, we pushed very hard to have 
full disclosure and I would like to put in the record letters that I 
wrote to the Fed requesting full disclosure, along with letters from 
many of my constituents. 

Chairman Towns. Without objection, so ordered. 

[The information referred to follows:] 
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Congress of ttit United ^cites 

JOINT EC(»dOMIC COMMiTTEE 

KKitTconwsiiMirrastc iMW*imieuwiu. mHcoNcvrssi 

TOoshington, B£ ioiio-eeo: 


BY ELECTRONIC MAIL AND MAIL DELIVERY 

March 4, 2009 

Hon. Ben Bemanke 
Chairman 

Board of Governors of the Federal Reserve 
Dear Chairman Bemanke: 

As you may recall, late last year, when you were testifying before the House Financial 
Services Committee, you agreed, in response to my request, to provide me and the Committee 
with information about the counterparty transactions in which the Federal Reserve (or entities set 
up and funded by the Federal Reserve) purchased from certain counterparties multi-sector 
collateralized debt obligations (CDOs) on which AIG had written credit default swap (CDS) 
contracts. In cormection with the purchase of these CDOs, counterparties unwound related CDS 
transactions. Also, the Federal Reserve funded the purchase of residential mortgage backed 
securities (RMBS) from AIG. I requested information on the identities of the counterparties 
from whom the CDOs and CDS were purchased, the price paid by the Fed for the CDOs, CDS 
and RMBS, and a description of how the prices were determined. 

However, to date, your office has not provided that information to me nor, as far as I am 
aware, to the Financial Services Committee. This letter is to reiterate that request and to ask that 
the information be provided to me at the Joint Economic Committee and to the Financial 
Services Committee as soon as possible. As the New York Times editorial said on March 3, 2009 
about these very transactions: “The AIG bailouts fail the basic test of transparency: Who ends up 
with the money?” 1 agree with the Times that “not knowing is not acceptable.” 

In further support of my request, I attach a letter from a fellow New' Yorker, the noted 
economist and Nobel laureate Joseph Stiglitz, separately requesting release of this information 
on his own behalf and explaining how the Fed’s providing this information is essential to 
informed debate over, and efficient development of solutions to, our current economic crisis, as 
well as to Congress’ ability to oversee the use of taxpayers’ money with respect to the AIG 
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bailout or similar efforts. This is the letter I put into the record at the Financial Services hearing 
at which you testified on February 25, 2009. 

Thank you very much for your prompt response to this request. 


Sincerely, 



Chair, Joint Economic Committee 

Enclosure 



241 



February 24, 2008 


Dear Representative Maloney, 


COLUMBIA 

BUSINESS 

SCHOOL 


Columbia University 
Graduate School 
of Business 

Uris Hall 

3022 Broadway. Room 814 
New York NY 10027-(5902 
212 854 0671 
Fax 212 662 8474 
jes322®columbia.e<lu 

Joseph E. Stiglitz 
Univei-sity Professor 


I have been trying to study the impact on the American economy of the bail-outs to AIG 
and to banks. One of the critical questions is where did the money that we gave them go? 
It is important to know this for several reasons. First, the claim was made that it was 
necessary to bail-out AIG in order to prevent systemic risk to the American economy. In 
order to evaluate this claim, we must know who the ultimate beneficiaries were of the 
money provided to AIG. If, for instance, the money went abroad, then it was unlikely 
that AIG’s feilure would have represented systemic risk to the US. If the money went to 
a large investment bank, then we can assess the impact on that bank. Perhaps without the 
bail-out the bank would have survived, though admittedly its shareholders would have 
been worse off. 


Secondly, going forward, we have to devise clear rules about when we will bail-out 
institutions and when we will not. With our growing national debt, it is imperative that 
we spend taxpayer dollars wisely. If only a small percentage of the AIG money went to 
banks which were systemically important, it would have been far more efficient to assist 
directly those firms. The AIG bail-out provides a good case study within which to frame 
this important policy debate. 

Unfortunately, the public docs not seem to have access to this information. I realize that 
some claims may be made that releasing such information at the time of the bail-out 
might have exacerbated market turmoil. I am, however, a strong believer in market 
transparency. Many of our current problems can be traced to inadequate transparency. 
Whatever one’s views on this, sufficient time has elapsed that these concerns are no 
longer relevant. American taxpayers have a right to know where their money is going, 
and it is imperative that Congress has this information in order to frame appropriate 
legislative responses. 

Firms should play by the rules. The basic rule of capitalism is that firms should bear the 
consequences of their mistakes. If there are exceptions, they should be narrow and well 
defined. I am requesting that you make publicly available information about who 
received the money given by the Fed and the U.S. Government to AIG and about the 
derivative contracts under which this money was delivered. The information I am 
requesting should be of immense help in assisting Congress to undertake the essential 
analyses I have described. 
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It would also be useful to know the analyses that the Federal Reserve and Treasury 
undertook prior to the bail-out, which led them to the conclusion that the failure of AIG 
would lead to systemic risk, as well as the analyses that they undertook prior to the 
decision not to bail-out Lehman Brothers which led them to the conclusion that the 
failure of Lehman Brothers would not lead to systemic consequences. It is important that 
the government have appropriate analytic frameworks for addressing these questions, and 
it is apparent that, at least in the case of Lehman Brothers, the existing frameworks are 
deficient. 

As the cuirent crisis continues to grow, it is important to have this information as quickly 
as possible. 

I look forward to your response. 

ISjnccrely, 

Joseph E. Stiglitz 
University Professor 
Columbia University 
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Mrs. Maloney. OK. I would like to get back to Mr. Bachus’ ques- 
tioning, Mr. Baxter, where you bought the $62 billion for $29 bil- 
lion. My question is, what is the value now? 

Mr. Baxter. The value now, I can’t say. Congressman. 

Mrs. Maloney. Well, did the taxpayers win or lose? 

Mr. Baxter. Right as of today, we have a situation where our 
loan balance is $4 billion less than the amount of the portfolio, 
which I will estimate and I think I need to estimate, our loan bal- 
ance is around $17 billion and the portfolio is around $21 billion 
or $22 billion. 

Mrs. Maloney. Well, let’s get back to the line of questioning 
from Mr. Cummings. I know, and we all know that we released the 
names of the counterparties, but I understand that you still want 
to withhold other information concerning these assets. And what is 
that information? And why do you want to continue to keep it a 
secret? 

We believe, in Congress, many of us, that sunshine is the best 
disinfectant, and anti-corruption and fraud deterrent. So why do 
you feel this should be kept secret? What is it and why do you feel 
we want to keep it secret? 

Mr. Baxter. The information that we are still concerned about 
at the Fed on the schedule A to the shortfall agreement is informa- 
tion about the CUSIP numbers and tranches of the multi-sector 
CDOs that the Fed now has in Maiden Lane III, its vehicle. Our 
experts, BlackRock, tell us that if we publish that information, 
when the day comes, and it may be 4 years, it may be 6 years, it 
may be longer, when the Fed wants to sell those assets, that we 
will be hurt. We will be hurt because traders in the market will 
know what we are holding. Like in a card game, if one player 
shows his hand to everyone else, that one player is prejudiced. 

So that is the worry. The worry is it will injure the taxpayer in- 
terest if we show our hand, if we show our CUSIP numbers and 
our tranches. So that is the key. And we applied for 

Mrs. Maloney. Well, Mr. Baxter, reclaiming my time, isn’t it 
standard policy for investors to disclose holdings like these in secu- 
rities filings? 

Mr. Baxter. Well, these particular multi-sector CDOs, it is not 
customary, I am told, for investors to put this information out. And 
if you do, again I am relying on what experts at BlackRock have 
told us, if you do, you can be gamed by hedge funds and sophisti- 
cated players when the time comes when you want to sell. 

Mrs. Maloney. So you are saying that the public, the taxpayer 
would be at greater risk in the ability to reclaim these funds if this 
information was disclosed. Is that true? 

Mr. Baxter. That is true. Congresswoman. I would also wonder 
why the average American would need to know the precise CUSIP 
numbers and tranches of the Maiden Lane portfolio. It is the kind 
of information that, at least in my household, my family wouldn’t 
know how to interpret. But sophisticated players, hedge funds, 
traders on the street, they could game us if that information was 
out there. 

Mrs. Maloney. Going forward, the Financial Services Committee 
has passed a regulatory reform bill that includes in it resolution 
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authority which would be a wind-down authority so hopefully we 
would not be in this type of crisis again. 

And I would like to ask Mr. Friedman from, you say you weren’t 
privy to this information, but your experience in finance, do you 
think things would have been different if there was a more formal 
process for AIG such as this resolution authority? And could you 
tell us the difference between government or taxpayers bailing out 
AIG and Lehman, which is a question many of my constituents are 
perplexed over, ^^at was the difference between the two in re- 
sponse? 

Mr. Friedman. Yes, thank you. Congresswoman. 

As I mentioned when you and many of your colleagues were vot- 
ing, the Board of the Federal Reserve Bank of New York has ring- 
fenced away from these supervisory regulatory or, and certainly 
these extraordinary issues. So I have no direct knowledge from that 
standpoint of this. 

So what I am giving you is my opinion just as a person who’s 
been around markets for many years. I do believe that for our fi- 
nancial system to work effectively, we have to get away from too 
big to fail, too intertwined to fail. I think these are dangerous 
things, and I earnestly hope that as Congress works its way 
through restructuring our financial regulatory system, they will 
have some form of resolution authority to give the people who are 
on the firing line the next time a crunch comes, and one will come 
at some point in the future, the ability to effect some sort of a con- 
servatorship or resolution to wind down these entities. 

I think that people who are making money in markets should be 
at risk of losing money. But if there is not the ability to do this 
without jeopardizing the entire financial system of the country, 
very much including Main Street, I think people get their hands 
tied behind their backs. So I earnestly hope we will have some kind 
of a resolution authority. 

As far as the difference between Lehman Brothers and AIG, I 
have no direct inside knowledge of this. I can say that AIG was a, 
to an outside observer, much bigger, more complex and even more 
dangerous to the economy type of a situation, and there may well 
have been, and this Mr. Baxter would be much better able to an- 
swer than I, there may have been very much a difference in terms 
of the Fed’s ability to enter into it based on the quality of the col- 
lateral they could get, but that I can’t speak to personally myself 

Chairman Towns. The gentlewoman’s time has expired. 

Mrs. Maloney. Thank you, Mr. Chairman. 

Chairman Towns. I yield now 5 minutes to the gentleman from 
Illinois, Congressman Davis. 

Mr. Davis. Thank you very much, Mr. Chairman, and I thank 
each of you for being here. 

Mr. Friedman, let me ask you, what was the role of the Board 
of Directors of the Federal Reserve Bank of New York in the deci- 
sion to compensate AIG counterparties at par? 

Mr. Friedman. Yes, sir, my strong understanding and recollec- 
tion of our role is that we were in effect an advisory board on most 
issues, with administrative responsibilities for things like controls, 
audit committee, etc. And so we were walled away, ring-fenced 
away from regulatory issues, supervisory issues, or the extraor- 
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dinary types of emergency interventions that took place during 
2008. 

If you think of the makeup of the Board, during my tenure some- 
thing like six of the nine members either had some affiliation with 
banks or with financial institutions, so there would have been myr- 
iad conflicts if we had been involved. 

In my experience, the staff of the bank was very meticulous in 
keeping us involved in these transactions, so I can say that I 
played no role in any of these decisions or in ratifying them. I have 
been advised very recently that on the night that the AIG trans- 
action was finalized, I and the chairman of our Audit Committee 
received a courtesy summary briefing from Fed officials telling us 
what had happened and that this would be announced the next 
morning. 

So I hope that is responsive. 

Mr. Davis. Well, let me ask, during the time period in October 
and November 2008, when the Federal Reserve Board of New 
York’s staff were deciding how to address the problems, how to deal 
with them, did you get any briefings from the staff on the actions 
that they were taking and the policy options that they were consid- 
ering? 

Mr. Friedman. I recollect no such briefings during the period 
that they were trying to determine what to do. I have no recollec- 
tion of ever being asked for my views or proffering my views. I 
have a recollection of, after the September intervention when AIG 
was carried out, that evening being getting a courtesy summary 
posting from Mr. Geithner telling us what they had done, which 
would be in the newspapers the next day. And all of this was con- 
sistent with a design, as I understand it, of the statute that a prior 
Congress passed for how the Federal Reserve Banks should oper- 
ate. 

Mr. Davis. You are on the Goldman Sachs Board of Directors? 

Mr. Friedman. Yes, sir. 

Mr. Davis. And you were on the Goldman Sachs Board of Direc- 
tors in late 2008? 

Mr. Friedman. Yes, sir. 

Mr. Davis. As the chairman of the Federal Reserve Board of New 
York, the Bank Board of New York Board of Directors, do you 
think your access to information and the decisionmaking process at 
the Fed gave Goldman Sachs an advantage in weathering the 
storm when there were so many other firms floundering and fold- 
ing? 

Mr. Friedman. Sir, absolutely none, because the staff of the Fed- 
eral Reserve Bank of New York, in my experience, was very careful 
and meticulous to keep us away from any information that would 
be of the type of nature you talk about. The potential for conflicts 
was rife there. 

You know, the purpose of that Board, the primary purpose, as I 
saw it, was it gave the president of the bank a group of knowledge- 
able market people that he could get information from as to what 
was happening in their areas, their business areas, and their com- 
munities. And I would speculate that if you had a Federal Reserve 
Bank in an area in the Southwest, you would want oil expertise. 
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In an agricultural area, you would want people with farm exper- 
tise. 

We had a lot of financial market expertise, but the discussions 
were at the level of what are you seeing in the markets, what are 
you seeing in the economy. They wouldn’t ever tell you what was 
happening in another bank, which was probably a competitor of 
one you were affiliated with. And I just think it was handled in a 
very professional and meticulous fashion. 

Mr. Davis. So the firewalls were there that would prevent any 
conflict of interest? 

Mr. Friedman. In my experience, they were very carefully super- 
vised, sir, and I never had a sense that anyone had any desire to 
transgress. 

Mr. Davis. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman Towns. The gentleman’s time is expired. 

I now yield myself 5 minutes, but I will yield a minute to the 
gentleman from Massachusetts before I raise my questions. 

Mr. Lynch. Thank you, Mr. Chairman. 

Mr. Friedman, just following up on Mr. Davis’ question. I am 
concerned about the overall influence of Goldman Sachs in Treas- 
ury and at the Fed. And I think your own situation is somewhat 
instructive. As I understand, you were previously on the Goldman 
Sachs Board of Directors. 

Mr. Friedman. I was. During the period you have been discuss- 
ing I was and I am still on this. 

Mr. Lynch. Right. OK. And then you became a member of the 
New York Fed Board of Governors? 

Mr. Friedman. Yes, sir. 

Mr. Lynch. OK. And while you were there, apparently you 
owned a significant amount of shares in Goldman Sachs, but that 
was OK at the time because they were not a bank holding com- 
pany. Right? 

Mr. Friedman. Yes, sir. 

Mr. Lynch. And then when they became a bank holding com- 
pany, you had a decision to make, and that was to either divest, 
right? Or get a waiver? 

Mr. Friedman. Yes. 

Mr. Lynch. And you applied for the waiver. 

Mr. Friedman. Well, the Fed staff applied for the waiver. I did 
not apply for the waiver. 

Mr. Lynch. OK. And then while the waiver was pending, you 
bought 37,000 more shares of Goldman Sachs. 

Mr. Friedman. Yes. 

Mr. Lynch. What was the thinking behind that? 

Mr. Friedman. Let me tell you what the — when I went on the 
Fed Board, the Fed Reserve Board, I was a director of Goldman 
Sachs. I had Goldman Sachs shares and I would be regularly re- 
ceiving Goldman Sachs shares as part of your directorship grants. 

Mr. Lynch. I get that part, but if you are not in compliance and 
you are asking for a wavier, what about the decision to buy 37,000 
more shares of Goldman Sachs? 
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Mr. Friedman. OK. At the time Goldman Sachs became a bank 
holding company, I then became technically ineligible to be a Class 
E Director. So there were a number of options. 

I was not going to at that point, it would not have been feasible 
for me to resign from the Goldman Sachs Board and sell all my 
shares. I had done that several years before when I went to take 
an administrative post in a prior administration. So that left two 
options. One was for the Fed to basically say your status has 
changed; you need to resign, in which case I would have promptly 
saluted smartly and resigned that afternoon. 

Mr. Lynch. Excuse me, sir. I am sorry, but your answer is, for 
the last 3 minutes, has been unresponsive. So you knew you were 
not in compliance. You had to apply for a waiver to stay in that 
position, yet you bought 37,000 more shares. Can you please, and 
I don’t mean to badger you, but could you answer that part of the 
question? 

Mr. Friedman. I will. My understanding of the practices and 
precedents of the Federal Reserve was that during the pendency of 
a waiver, you continued on in your role as a director and the rules 
were in abeyance. And that was actually the practice of what hap- 
pened. I continued chairing the Board. Ultimately during this pe- 
riod, when Mr. Geithner was tapped to go to Washington 

Mr. Lynch. I still don’t understand. 

Mr. Friedman. And I during this period, I made a decision in De- 
cember to buy some Goldman Sachs shares. This did not change 
the eligibility at all because 

Mr. Lynch. You just owned more. Here is the problem, as a 
member of the Board of Governors, you are making decisions on 
matters that directly affect Goldman Sachs. And you are a former 
shareholder, current shareholder, and then you buy 37,000 more 
shares of that company that you are overseeing. 

Mr. Friedman. Yes. 

Mr. Lynch. Therein lies the problem. Let me ask you, I notice 
in dealing with Treasury and the Fed that there are a lot of Gold- 
man Sachs employees all over the place here. Is there any type of 
program where Goldman encourages their employees to sort of salt 
the regulators’ offices that they are regulated by? 

Mr. Friedman. Certainly none whatsoever in the sense of, gee, 
this is some kind of a firm strategy. That I can tell you. 

Mr. Lynch. Yes. 

Mr. Friedman. What there has been over the years is a certain 
tradition that you work here, you try to do well for yourself and 
your family, and then you give back and you do public service. For 
many years, this was regarded as a very constructive and positive 
thing. 

Mr. Lynch. I can see that. 

Mr. Friedman. Lately, it has gone the other way and people are 
thinking is there some ulterior motive. 

Chairman TOWNS. Reclaiming my time, reclaiming my time. It 
was, you know, initially it was a minute, you know. 

Mr. Lynch. Thank you. You have been very generous, Mr. Chair- 
man. 

Mr. ISSA. I would ask unanimous consent that the chairman have 
an additional minute added. 



248 


Chairman TOWNS. Thank you very much. I appreciate that. 

Let me just say that we are going to close out. But just before 
we close, Mr. Friedman, let me just ask you. You still sit on the 
Board of Goldman Sachs. Right? 

Mr. Friedman. Yes, sir. 

Chairman Towns. The CEO of Goldman Sachs has said that he 
didn’t need the billions he received in counterparty payment from 
AIG. He said he didn’t really need it. If that is the case, why 
doesn’t Goldman Sachs give back the money? Mr. Friedman, my 
advice to Goldman Sachs is just come clean and say you need the 
money and you appreciate the fact that the American taxpayers 
were so generous. Why not? 

Mr. Friedman. You were talking, sir, about a financial trans- 
action where the Goldman Sachs people were in a commercial 
transaction with AIG. 

Chairman Towns. That is correct. 

Mr. Friedman. And they had entered into at a time when AIG 
was a AAA company and they were doing it, acting as inter- 
mediaries for Goldman Sachs clients. They had worked very care- 
fully on their risk management to protect themselves against a de- 
terioration in the value of these CDOs or in the deterioration of the 
value of AIG, and they felt that they were fully hedged and had 
protected their shareholders’ interest. 

I do not think that there is any feeling there that they did any- 
thing other than what a market participant would do in the normal 
course. 

Chairman Towns. You are saying they did not need it. Is that 
what you are saying? 

Mr. Friedman. Well, what I would say was this. Goldman Sachs 
has consistently said — there was something like $20 billion, round 
numbers for illustrative purposes, of instruments that they sought 
insurance on. There was a deterioration in the value of that. Let’s 
say, illustratively, roughly half. They felt that AIG, from whom 
they had purchased this credit insurance, owed them $10 billion. 
They had $7.5 billion of collateral. That left a shortfall of $2.5 bil- 
lion. They had purchased insurance on AIG’s survival from other 
major institutions and had collateral and netting arrangements 
with these other institutions. 

So what they have consistently said is that their direct exposure, 
and they have used that word, direct exposure, to AIG was not ma- 
terial. 

Now, I am not going to say that, and this may be the point that 
the SIGTARP made, but I am not going to say that in the event 
of a financial Armageddon, all bets weren’t off, but they are the 
stewards for the money of their shareholders. 

Chairman TOWNS. Ml right. 

Mr. Friedman. And that is the 

Chairman Towns. Thank you very much. 

Mr. IssA. Mr. Chairman, just a couple of quick UCs? I would ask 
unanimous consent that all Members have 5 legislative days in 
which to submit both their opening statements, and any followup 
questions to any of our witnesses. 

Chairman TOWNS. Without objection, so ordered. 
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Mr. IssA. I ask unanimous consent that the letters earlier sub- 
mitted, that if the Chair would eliminate his reserve at this time. 
These are letters that you were copied to a long time ago, hope- 
fully. 

Chairman TOWNS. Right. Definitely. Still reserving the right to 
object because some of them I am not sure I have seen, so I want 
to make certain that we see them. I don’t really see a problem, but 
just in case there is a problem, I want to reserve the right. 

Mr. IsSA. OK. Well, actually, I will withdraw my UC on that and 
simply submit them as new questions for the record. Perhaps that 
would be easier. 

Chairman TOWNS. Without objection. 

Mr. IssA. And then last, the UC on, or second last, the UC on 
the schedule A. Are you prepared to withdraw your reservation on 
that at this time? 

Chairman Towns. I am prepared to withdraw. 

Mr. IsSA. Thank you, Mr. Chairman. 

And last, earlier you had said that you would compel witnesses 
to answer. It is the custom of the committee that it be 7 days. 
Could I have unanimous consent that 7 days after their receipt, 
they be expected to respond to our questions? 

Chairman Towns. Without objection. 

Mr. IsSA. Thank you, Mr. Chairman, and thank you for holding 
this incredibly successful hearing. I think this is probably our fin- 
est bipartisan hour. I think the witnesses, whether they liked the 
questions or not, would certainly agree it was bipartisan. 

I yield back. 

Chairman Towns. Thank you very much. 

Let me thank all of our witnesses for being here today, and of 
course we really appreciate the fact that you have taken the time 
to come. 

And without objection, I enter this binder into the committee 
record. 

But before we adjourn, let me state that if the AIG bailout and 
the Government’s involvement in it teaches us anything, it shows 
that deals with the taxpayers’ dollars that are made in secret re- 
sults in distrust and deep, deep, deep disappointment. When tax- 
payers’ dollars are involved, transparency must be first and the 
last focus of the government. 

Again, let me thank you very, very much for your testimony. 

Mr. Bachus. Mr. Chairman. 

Chairman TOWNS. I yield to the gentleman from Alabama. 

Mr. Bachus. Could I, with your leave, just mention one email in 
particular that I think highlights what you just said? 

Chairman TOWNS. Let me just say to you, put it in writing. He 
will answer it, and we will move forward. 

Thank you very much. 

[Whereupon, at 3:22 p.m. the committee was adjourned.] 

[The prepared statement of Hon. Gerald E. Connolly and addi- 
tional information submitted for the hearing record follow:] 
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Statement of Congressman Gerald £. Connolly 
Committee on Oversight and Government Reform 
"The Federal Bailout of AIG" 

January 27* 2010 


This hearing reminds us, yet again, of the damage caused by unchecked fealty to the barons of Wall Street. 
Though the severity of the recession and slow recovery has obscured memories of the events that led to the 
housing market collapse, some may recall that economists warned of risky financial sector activity in 2005, 
when the bubble was still inflating. Former Federal Reserve Chairman Alan Greenspan dismissed such 
warnings, claiming that rational market actors could not possibly overvalue housing prices to the extent that 
we just Witnessed. So too certain members of Congress engaged in a deregulatory frenzy, banning regulation 
of derivatives and repealing successful regulations such as the Glass-Steagail Act, which had been passed in 
reaction to the Great Depression. Many of them would have us forget all that and accept their specious 
arguments that somehow Tim Geithner started it all. This is a smokescreen. 

As a result of this deregulatory fervor, the financial collapse in the fail of 2008 destroyed over $3 trillion of 
value in our economy, and the myopia of Wall Street Investors led directly to financial hardship for millions of 
Americans, including the 10% of the population that is currently unemployed. In response to the financial 
collapse, former President Bush and his appointees, who themselves had worked for the very same Wall 
Street firms that caused the collapse, wrote a blank check for nearly a trillion dollars to prevent even more 
firms such as AIG from going broke. That intervention may well have been a necessary evil to prevent further 
economic contraction. Whether it was necessary or not, there is no question that it would not have been 
needed if former Congresses and an ideologically driven Federal Reserve had not abandoned the financial 
regulations that have served America well since the Great Depression, 

Under the Bush Administration, former Republican Secretary Paulson and the Federal Reserve Bank arranged 
for counterparties to AIG to receive 100% of the value of the Credit Default Obligations. It Is highly unusual for 
creditors to a bankrupt company to receive 100% of the money that the bankrupt company owes. It is 
outrageous that Bush Administration officials and their allies in the Federal Reserve allowed this payment at 
100% value. The more important question Is why the Treasury and Federal Reserve even had the ability to 
make counterparty payments that were so generous. The answer, of course, is that former Secretary Paulson 
and the Federal Reserve were acting under the authority of the TARP plan proposed by the Bush 
Administration, a blank check from taxpayers to Wall Street. The same officials who deregulated Wall Street 
readily reimbursed the investors who made bad decisions by purchasing Credit Default Obligations from AIG. 

Now, those same Individuals are opposed to financial reform, claiming that it will preclude financial sector 
"innovation." We should all be able to agree that the use of Credit Default Swaps to trade toxic mortgages 
was very innovative. It was also very destructive. If we are to avoid another financial sector collapse, with its 
collateral damage on the economy, broad-based reform such as that which passed the House, over the 
objection of the same minority that brought us this crisis and over a hundred banking lobbyists who assisted it, 
will be necessary. 
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Committee on Oversight and Government Reform 
Questions for the Record 

Hearing: January 27, 2009 - “The Federal Bailout of AIG” 

QUESTIONS FOR SECRETARY GEITHNER 
By Representative Marcy Kaptur: 

1 . Mr. Secretary, who nominated you to be President of the Federal Reserve Bank of New 
York? Please describe in detail the vetting process that you experienced both before and 
after you were nominated. 

2. You stated in your testimony that after your election to be President of the Federal 
Reserve Bank of New York, you had to receive approval from the Chairman of the 
Federal Reserve Board of Governors, and that there were many checks and balances in 
the process. Can you please describe in full the process of approval for you - please 
include number of meetings, those present at each of the meetings, what was discussed, 
and include all related documents. I’d like to have a clear understanding the checks and 
balances in place and to what end these checks and balances work. Please also include a 
complete timeline of this approval process from start to finish. 

3. Since the inception of the Federal Reserve System in 1913, please tell me the number of 
Presidents of any of the twelve Federal Reserve Banks that were elected by the Board of 
on of the 12 the Reserve Banks and subsequently did not receive the approval of the 
Chairman of the Federal Reserve Board of Governors. 

4. This question concerns the Federal Reserve and Treasury decisions on the creation of a 
special purpose vehicle called Madden Lane III that bought the underlying collateral of a 
portion of AlG’s credit default swaps for the claimed purpose of preventing further 
collateral calls, an easing on AlG’s liquidity pressures and a strengthening of the 
financial system. 

The Special Inspector General for the Troubled Asset Relief Program reported on 
November 17, 2009 (SIGTARP-IO-003) there were payments to AIG Credit Default 
Swap Counterparties of $27. 1 billion (Table 2, page 20). 

Of the 16 banks that were recipients of the payments, 12 were foreign. Of the $27.1 
billion in payments, the foreign-based banks received $16.6 billion or 61.2 percent of the 
funds. Goldman Sachs received $5.6 billion (1 8.8) percent and the balance (20 percent) 
went to Merrill Lynch, Wachovia and Bank of America 

A. Did U.S. taxpayers and their government have any legal or contractual 
obligation to make payments to these AIG Credit Default Swap 
Counterparties? 
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B. Did the Federal Reserve or Treasury contact the home governments or 
central banks of the foreign banks and request their assistance in providing 
these payments? 

C. If demands on these foreigi authorities were made, what were their 
responses? 

D. If demands on foreign authorities were not make, why not? 

E. Was Congress informed of the decision to make these payments 
beforehand and if so to whom, how and when? 

5. Did anyone advise you that you should recuse yourself when President-elect Obama 
informed you of his intention to nominate you to be Treasury Secretary? If “yes”, 
provide their names and the date, content and context of their advice and any related 
documents. 

6. Did you seek or receive legal advice or the expert ethical advice as to whether and how 
you should recuse yourself? If “yes”, provide their names and date, content, and context 
of their advice and any related documents. If “no”, why did you not seek such advice? 

7. When and how did you advise the Office of Govemrnent Ethics (OQE) of your recusal? 
Provide any related documents. 

8. Explain in detail why you recused yourself and the exact nature and language of the 
activities which you recused yourself from performing. Explain why those activities 
posed a potential ethical problem absent recusal. Provide all related documents. 

9. Who did you appoint in your recusal to perform the duties from which you were recusing 
yourself? How did you inform them, and the Federal Reserve Bank of New York and the 
Board of Governors of the Federal Reserve, of your recusal and the appointment of your 
substitute decision makers? Provide all related documents. 

10. When and how did you infonn the incoming incoming Obama administration of your 
recusal? What was their response? Provide all related documents. 

1 1 . Why did you fail to recuse yourself in writing? Wlien and how did you become aware of 
the requirement to confirm any recusal in writing? Provide all related documents. 

12. Who did your recusal identify as the official(s) to screen communications in order to 
make the recusal effective (as required under OGE rules)? OGE takes the position that 
recusal requires the official to appoint screeners to prevent the recused official of being 
involved even in communications, not simply decisions, concerning the subjects of the 
recusal. Did you recuse yourself from any involvement, including the receipt of 
information, related to the subjects from which you recused yourself? If not, why not? 
Provide all related documents. 
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13. When did you first make public your recusal? Did you direct, urge, or imply that your 
recusal not be made public? Provide Ml details and all related documents. 

14. Do you concede that your recusal procedures failed to comply with the law and best 
ethical practices? 

1 5. Explain fully and in detail the potential conflicts of interest that could have arisen from 
your participation in decisions concerning AIG. Provide any related documents. 

16. By recusing yourself from regulatory activities in November 2008, during what you 
describe as a crisis that threatened a second Great Depression, you removed the most 
senior field regulator of many of the largest bank holding companies at a time when your 
expertise was most critical. Provide a list of the bank holding companies and state 
chartered member banks with assets over $1 billion that the Federal Reserve Bank of 
New York (FRBNY) regulated at the time of your recusal. Why did you believe that the 
potential conflicts of interest were so severe that they compelled you to recuse yourself 
during this desperate crisis? Provide any written or electronic explanation of your 
decision prior to your testimony. 

1 7. Provide in detail, with any related documents, your understanding of the business strategy 
of each AIG CDS counterparty in its dealings with A!G, the Fed, or any U.S. agency with 
regard to obtaining full payment on its CDS. Identify and provide all related documents. 

1 8. If the counterparties had forced AIG into bankiuptcy, what was AIG’s, Treasury’s, the 
Fed’s, and the FRBNY’s analyses of how large their recovery would have been on the 
CDS. Provide all such analyses and identify the dates on which they were conducted 
and who received such analyses. What analyses did you order of how much each 
counterparty would receive should AIG declare bankruptcy? When did you request or 
direct such analyses to be conducted? Who prepared them and when did they report their 
results? What were those results? Identify and provide all related documents. 

19. Do you agree that if the counterparties had forced AIG info bankruptcy they were likely 
to suffer large losses on their CDS? If not, provide a detailed explanation of your 
rationale. Identify and provide all related documents, 

20. Do you agree that the U.S. government had unprecedented leverage with regard to the 
AIG CDS counterparties given the government bailout of AIG and many of the AIG 
counterparties? If not, provide a detailed explanation of your rationale? 

21. Describe in detail your analysis of how the U.S. government could have best used its 
leverage to avoid paying rouglily 1 00 cents on the dollar for the CDS had that been your 
mission. Identify and provide all related documents. 
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22. Why didn’t the U.S. use its roughly 80 percent ownership of AIG to spin off AIG’s 
trading arm and place it in bankruptcy? Describe in detail the U.S. government 
(including the FRBNY and the Fed) and AIG research into its bankraptcy options for 
AIG, Identify and provide any advice, including legal advice, that the U.S. government 
or AIG received concerning such a potential spin off and bankruptcy filing by the trading 
arm. 

23. Did the U.S. government (including the Fed and the FRBNY) take any action to demand 
that the AIG CDS counterparties cease demands that AIG post additional collateral? If 
not, why not? If they did, describe the efforts (and the response of the counterparties) 
fully. Identify and provide all related documents. 

24. What monitoring of AIG's e.Kposure to CDS written on CDOs did NY Fed undertake in 

a. 2004-2006 

b. HI 2007 after HSBC mortgage blowup 

c. H2 2007 after Bear Steam Hedge Fund blowup 

d. Q1 2008 after monoline distress 

e. Q2 2008 after Bear blowup and acute monoline distress 

f. Q3 2008 in run up to collateral calls on AIG? 

subject to result of above questions). The following blog entry, by an anonymous 
securities law'yer familiar with the terrain, criticises a financial joumaiisf for 
obliviousness to the level of risk at AIG in mid-2007, pointing to a widely distributed 
Fitch report that highlight's AIG's exposure. AIG was W'ell known as a major, if not the 
major, credit default swaps counterparty. Certainly by the time of the Bear Steams 
rescue, if not sooner, credit default swaps were recognized as a source of systemic risk; if 
nothing else, Eric Dinallo of New York State Deptment of Insurance made that clear in 
January 2008. Why was there no interest in AIG as a source of counterparty risk to the 
dealer community? httn://economicsofconteiTipt.bloi;spot.com/2009/09/risk-held-at- 
aigfp-was-not-surprise.html 

25. On what date did Treasury start making contingency plans for a mn on AIG? What the 
NYFRB involved? 

26. On what date did Treasury begin liaison with AIGFP’s regulator UK’s FSA? What the 
NYFRB involved? 

27. On what date did Treasury start the process of discovering who AIG’s counterparties 
were for the CDS’s written on CDO’s by AIG? What the NYFRB involved? 

28. What risk modeling or other assessments did Treasury undertake of the resulting systemic 
risk and when did they start? What the NYFRB involved? 

29. What legal advice did Treasury take regarding the prospect of successfully challenging 
the French claim that settling the AIG CDS on CDOs for 100 cents on the dollar would 
be illegal under Franch law? 
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30. Is it correct that you claimed at the time that legal obstacles faced by the French banks 
were a major reason why haircuts could not be negotiated? 

3 1 . Are you aware that it has since become clear that those legal difficulties were fictitious? 

32. Considering how Soegen and Calyon were both very closely linked to US banks in 
particular, over half of SocGen’s exposure was underwritten by Goldman, for example], 
is it possible that US banks knew about or encouraged French banks to urge their 
regulators to represent their legal situation falsely? Do you think an investigation might 
be warranted? 

33. Some of the owners of the CDOs purchase by Maiden Lane III were not the banks, but 
their clients. They are almost certain not to be US institutional investors. Most of the 
CDOs bought by Maiden Lane HI have been downgraded since their acquisition some 
severely. What was the rationale for the Fed ultimately providing liquidity to investors of 
no systemic importance? Who were the third party clients of Goldman (and others?) who 
benefited from the Maiden Lane HI payments to Goldman? Was any investigation 
perfonned to determine who they were and whether they were appropriate recipients of 
taxpayer payments? Were any conflicts of interest investigated with respect to such 
payments? 

34. Why did you as President of the Federal Reserve Bank of New York not work out an 
arrangement to remove the AIGFP until from the company and dealing with it separately 
rather than allow the AIGFP unit to infect the entire company? 

35. The AIG transaction was disturbing to many observers. Why did out government not 
require the bank creditors to take the lead and bear the loss in our plan to stabilize AIG? 
You in effect nationalized the company and let the creditors off the hook? 

36. What’s the propriety of the taxpayers, via our subsidy to AIG, paying UBS $5 billion 
while the Justice Department was prosecuting it for massive tax fraud? 

37. In the hearing did you say that losses to the banks would not have been material had AIG 
not paid 100 cents on the dollar - that makes paying 100 cents on the dollar insane? Any 
reasonable party could have negotiated a better deal. Otiier financial troubled entities paid 
1 3 cents on the dollar for their CDS’s. 

38. Mr. Secretary, in your previous position, what did you do during the negotiations with 
AIG’s counterparties to get the counterparties to accept less than 100 cents on the dollar, 
if anything? Were you working to make whole the Wall Street member banks, the 
Federal Rcserv'e System, the American people, or none of the above? 
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39. The CEO of Goldman Sachs was asked at the Financial Crisis Inquiry Commission if the 
government had asked Goldman to participate in the rescue of AIG. He responded “Not 
to my knowledge.” In hindsight, what would you change at of the AIG transactions? 
Was there a better way to calm the markets without doing so much damage to the 
company and destroying so much value? 

40. Why did the U.S. government limit its role ot facilitate a sector solution rather than 
destroying the entire company by nationalizing it? 

4 1 . Mr. Geither, according your phone log. Congressman Rahm Emanuel 3:30 pm Sept. 

1 6\\Tiat events were transpiring related to crisis at that point? What had happened 
previously? What was the nature of that call? 

42. You next spoke to Congressman Emanuel at 10:05 on Sept. 22 sandwiched in between 
Mr, Mack at 7:27, Mr. Blankfein at 7:56, Chainnan Bemanke at 8:00, Secretary Paulson 
at 8:19, Mr. Pandit at 8:25, Mr. Dimon at 8:32, Secretary Paulson at 9:39, Hector Sants 
at 9:47, Rahtn Emanuel at 10:05, Bob Rubin at 10:10, Alan Greenspan at 1 1 :09, and 
Rubin again @ 12.57, That seems like an important day. Why Emmanuel and not Pelosi? 

43. Next is Sept. 24, sandwiched in between Mr. Rubin at 8:12, Mr. Summers at 8:35, 
Congressman Emanuel at 10:26, Mr. Altman at 10:56, Secretary Paulson atl2:22, and 
again Mr. Rubin at 12:47. What was the nature of these calls and why Congressman 
Emanuel and not other Members in Congressional Leadership positions? 

44. Why did you not get involved in the negotiations to seek concessions from the 
counterparties? 
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QUESTIONS FOR SECRETARY GEITHNER 
By Ranking Member Issa: 

1 . Were you aware that the FRBNY, starting on September 1 9, 2008, required AIG 
to submit all “SEC filings, press releases, and other significant communications” 
to its counsel, Davis Polk & Wardwell (“Davis Polk”), for edits and approval? ' If 
you were aware of this policy, did you approve it? If you were unaware of this 
policy at the time, do you now believe that it was appropriate? If you had known 
that your staff would insist on restricting AIG’s disclosures, would you have 
made sure that AIG was given more autonomy? 

2. If an SEC filing by AIG on or after September 19, 2008, had violated the 
securities laws, should AIG have been able to avoid liability by demonstrating 
that all of its SEC filings were subject to review, editing, and approval by the 
FRBNY and its counsel? Would you have agreed or disagreed with your FRBNY 
General Counsel, Thomas Baxter, when he suggested that AIG could avoid 
liability for statements made at the direction of the FRBNY?" 

3. Were you aware that the FRBNY, as of November 1 1, 2008, did not want to 
disclose that AIG’s CDS counterparties were going to receive the par value of the 
underlying assets in the Maiden Lane 111 transactions? ^ Did you order your staff 
not to disclose this fact? If you were unaware that the FRBNY did not want to 
disclose this fact, do you now believe this non-disclosure was appropriate? 

4. Were you aware that the FRBNY specifically ordered AIG not to disclose, in its 
SEC filings, that its counterparties received par value?"* Did you approve this 
order? Were you aware that Davis Polk did, in fact, delete a sentence containing 
such a statement from one of AIG’s SEC filings?^ Do you now believe that it was 
appropriate for the FRBNY to order AIG not to disclose in its SEC filings that its 
counterparties received par value? If a member of the FRBNY legal staff had 
requested your approval to direct AIG to remove such statements from its SEC 
filings or from other communications, would you have approved? 

5. When did you first become aware that members of Congress wanted to know the 
names of AIG’s counterparties? * Was it appropriate for the FRBNY to resist the 


^ See FRBNY-TOWNS-R3-002263-64. 

" See FRBNY-TOWNS-Rl-039070 (“If someone sues AIG, they can say the Fed told us to do it”). 

^ See FRBNY-TOWNS-Rl-191 773, 

“ See FRBNY-TOWNS-R 1-005 137. 

* AIGHOGRM2200 (deletion of the following sentence from AIG's Form 8-K, filed Dec. 24, 2008: “As a 
re.sult of this transaction, the AIGFP counterparties received 100 percent of the par value of the Multi- 
Sector CDOs sold and the related CDS have been terminated”). 

See FRBNY-TOWNS-RI-139505 (Fed Congressional Liaison reports to FRBNY staff members on a 
Nov. 1 0, 2008 phone call with staff of the Senate Finance Committee and relays questions about the 
identities of AIG's counterparties). 
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disclosure of the names of AIG’s counterparties to Congress? ’ Was it appropriate 
for the FRBNY to resist the disclosure of the names of AIG’s counterparties to the 
public? 

6. Do you agree with FRBNY staffs request to the SEC that AIG’s list of the assets 
Maiden Lane III had acquired, with counterparty names, transaction amounts, and 
securities identifiers, be treated in the same manner as “national security related 
files’’?* If so, why was the information contained in the document so sensitive? 

7. Was it appropriate for the FRBNY to contact the SEC directly to argue that a 
portion of AIG’s filings should be kept confidential and should not even be 
submitted to the SEC as part of its confidentiality determination? Or should the 
FRBNY have allowed AIG to conduct all communication with the SEC regarding 
its filings on its own? 

8. On March 16, 2009, AIG released selected information from Schedule A to the 
Shortfall Agreement between AIG and Maiden Lane III, including the names of 
its counterparties and aggregate pricing information for the purchases of 
underlying assets from the counterparties. Federal Reserve officials had warned 
that these disclosures would “undennine AIG’s stability, the privacy and business 
interests of the counterparties, and the stability of the markets.”’ Do you agree 
that these warnings were wrong and that AIG’s stability, the counterparties’ 
interests, and the markets’ stability were unaffected? Or do you believe that 
adverse consequences followed from AIG’s March 16, 2009 disclosures? 

9. On January 27, 2010, the Committee on Oversight and Government Reform 
released the remaining information from Schedule A, including identifying 
information for each underlying asset that Maiden Lane III purchased from AIG’s 
counterparties and the notional value, collateral posted, and negative mark-to- 
market associated with each individual transaction. What adverse consequences, 
if any, do you believe have resulted, or will result, from this disclosure? 

10. On October 15, 2008, Sarah Dahlgren, an FRBNY Vice President, wrote you an 
e-mail message, reporting that “Board staff again reiterated that they didn’t think 
that the Governors (unnamed) would go for ML2 or ML 3 . . .they continue to push 
back hard on ML 3,”'® What was the conflict between your staff at the FRBNY 
and the Federal Reserve Board staff in Washington regarding the planned 


’ See, e.g., FRBNY-TOWNS-R3-008604 (“Congre.ss has enough information to assess what we did right 
now. They just want the counterparty names for purposes of political illustration...,”); FRBNY-TOWNS- 
R3-01 1 1 19 (FRBNY staff member speculates on the SEC's treatment of a filing by AIG: “Finally, even if 
we succeed in redacting the stuff we want to redact, ..this redacted information will still sit in the SEC’s 
flies, and the SEC may well get a reque.st from Congress for that information. I don’t know if there’s a way 
to manage it so that Congres,s won’t ask for it, or if they do, won't release it”). 

^ FRBNY-TOWNS-R3-004i 19. 

^ Office of the Special Inspector General for the Troubled Asset Relief Program, Factors Affecting Efforts 
to Limit Payments to AIG Counterparties, Nov. 17, 2009, at 31. 

FRBNY-TOWNS-Rl-205129. 



259 


establishment and transactions of Maiden Lane 111? Why did the Federal Reserve 
Board eventually agree to go ahead with Maiden Lane 111? 

1 1 . On November 17, 2008, AIG submitted a draft SEC filing to the New York Fed 
and Davis Polk for review, edits, and approval. The filing reported that a new 
compensation package had been signed by AIG’s CFO, David Herzog. Within 40 
minutes, Marshall Huebner, the lead partner for Davis Polk’s FRBNY business, 
sent an e-mail titled “READ ME” to Thomas Baxter, the FRBNY General 
Counsel. Huebner wrote, “Very bad timing to have this 8k come out just before 
the Secretary and the Chairman go before Waxman. . .Is there any chance — and 
maybe it is just too late — to get the Herzog comp package unagreed to?”' ' AIG 
never filed the SEC filing, and evidently canceled Herzog’s compensation 
package. Were you consulted or informed about the FRBNY’s actions in 
pressuring AIG to cancel the compensation package and not file the SEC filing? 
Did you approve these actions? If you were not consulted or informed, do you 
believe the FRBNY’s actions in this matter were appropriate? Do you think 
avoiding embarrassment to the Fed and Treasury was a valid reason to cancel a 
required SEC filing? 

12. Do you believe that it is ever appropriate for the Fed, or Treasury, to force a 
public corporation that has received extraordinary federal financial assistance to 
make changes to its compensation arrangements, or take other actions, in order to 
avoid making disclosures under the securities laws? When are such actions 
appropriate? 

13. AIG and the New York Fed created Maiden Lane 111 on November 25, 2008. 
Sarah Dahlgren, a Senior Vice President at the New York Fed in charge of the 
New York Fed’s dealings with AIG, told Davis Polk that she did not want AIG to 
report the transactions to the SEC that day, saying in an email that “I really don’t 
want the ML 111 to go out today. . .is the company still aiming to try to issue this 
today?...” Ethan James, a Davis Polk partner, responded to her email saying “we 
gotcha covered. You only need hear Kathy’s pathetic vmail to understand how 
well trained she is-at least for now!”'" Is it appropriate for a federal government 
agency to browbeat and control a financial disclosure officer of a public company 
to the point where she is “well trained?” Is it appropriate for the federal 
government to dictate the timing of a public company’s securities filings solely 
for its own convenience? 


14. One failure of the financial regulatory system that led to the current recession was 
the inability of the various regulatory entities to effectively share information. In 
addition, there seems to have been a lack of predictive analysis to identify 
weaknesses before they became failures. How are the Treasury Department and 
other regulatory agencies, such as OCC and FDIC, working proactively to 


" FRBNY-TOWNS-R3-002270 
FRBNY-TOWNS-Rl -030952. 
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improve coordination with each other - or even between the divisions of the 
individual agencies themselves - and what improvements in predictive analysis 
have been made so that there is an ability to provide the holistic view necessary to 
prevent future economic crises? 

By Mr. Burton: 

1. During your tenure as President of the Federal Reserve Bank of New York, to 
what degree were you involved in the negotiations with AIG’s counterparties to 
determine the price that would be paid for the underlying assets? 

2. After the Federal Reserve Board authorized the Federal Reserve Bank of New 
York to lend up to $85 billion to AIG to enable AIG to avoid bankruptcy, how 
much of your time was consumed by AIG-related matters? 

3. You have stated that you were not a party to the discussions regarding AIG’s 
filings with the Securities and Exchange Commission as those discussions 
occurred after your nomination to be U.S, Treasury Secretary and you had recused 
yourself from all Federal Reserve business. You were officially announced as the 
President-Elect’s nominee on November 25, 2008. One of the e-mails 
subpoenaed by the Committee, dated November 1 1, 2008, quotes a Federal 
Reserve Bank official: “As a matter of course, we do not want to disclose that the 
concession is at par unless absolutely necessary.”'^ 

a. Since this e-mail was sent a full 14 days before your nomination as 
Treasury Secretary is it still your contention that you were completely 
unaware of any discussion between the Federal Reserve Bank of New 
York and AIG to hide the details of the AIG counterparties’ deal from the 
American public? 

b. Can you produce a copy of your notice of recusal for the record? 

c. As a key figure in the scenario, and as the potential future Treasury 
Secretary, even if you were not a party to the discussion, why didn’t you 
insist that you be fully informed on all matters related to AIG’s bailout? 

d. If you were excluded from the day-to-day operations of the Federal 
Reserve Bank of New York during the time period, who was making 
decisions to conceal information from the taxpayers about how their 
money was being mis-spent, and when will they be held accountable? 

4. Since the beginning of 2009, the Obama Administration has exercised an 
unprecedented amount of control over the American automotive industry. Some 
believe this control has resulted in the picking of winners and losers among those 
retirees who have been impacted by auto bankruptcies. A review of the Master 


Sec FRBNY-TOWNS-Rl-19t773. 
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Dispositioa Agreement General Motors filed with the bankruptcy court Southern 
District of New York clearly indicates that “any GM contributions under a PBGC 
Agreement will be subject to U.S. Treasury consent." 

a. What role did the Treasury Department play in the decision to terminate 
the pension plan of the Delphi Salaried workers? 

b. Did the Treasury Department participate in discussions with the Pension 
Benefit Guaranty Corporation about the tennination of Delphi Salaried 
workers’ pension plan? 

i. If so, what was the position of the Treasury Department in those 
discussions and the reasoning behind any decision to force only the 
Delphi Salaried workers to undergo substantial cuts in their 
pensions? 

ii. Is the Treasury Department willing to publicly release all records 
and communications between the U.S. Department of Treasury and 
the President’s Automotive Task Force, the United Auto Workers, 
the Pension Benefit Guaranty Corporation, General Motors, Delphi 
Corporation and Holding, and any Member of Congress or other 
public official, referring or relating to retirement or pension 
benefits for General Motors or Delphi Corporation employees, 
between November 1, 2008, and November 1, 2009? 

5. The United Auto Workers, which represents Delphi Hourly Retirees, has stated 
that Delphi Salaried Retirees should be treated with fairness and equity. In other 
words, the UAW supports providing the same “top-ups” to the Salaried workers 
that were provided to the other Delphi workers. Does the Administration agree? 

a. If so, what steps is the Administration taking or planning to take as the 
majority owner of General Motors to implement “top-ups" for the Salaried 
workers? 

b. If not, what is the Administration’s justification for continuing to treat 
these two groups differently? 

6, During the hearing I briefly touched upon the question of Representative Ron 
Paul’s “Federal Reserve Transparency Act of 2009” {H.R. 1207), which requires a 
General Accountability Office audit of the Board of Governors of the Federal 
Reserve System and the Federal Reserve banks before the end of 2010. The bill is 
current co-sponsored by 3 1 7 Members of the House of Representatives, 
significantly more than 2/3rds of the total membership of the House. Does the 
Administration support this legislation to bring more transparency to the 
operations of the Federal Reserve? 
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a. If so, is the Administration prepared to work with House and Senate 
Leadership to schedule a vote on this legislation before the congressional 
recess in April? 

b. If not, why? 

7. I have spoken to a number of financial managers about the President’s financial 
reform proposal, and they understandably expressed some serious concerns. So 
far as I am aware, hedge funds, private equity and proprietary trading were not 
root causes of the current economic crisis. Can you clarify how the President's 
proposal would do anything other than limit the competitiveness of American 
financial companies, particularly in light of the fact that most governments, 
particularly European governments, have signaled that they are unwilling to 
pursue similar regulatory reforms? 

8. A key lesson that should be learned from the current economic crisis is that 
companies should be overseen based on the activity they engage in rather than 
allowing them to choose who they want to be regulated by. Yet, the 
Administration’s proposal seems to create a system that picks and chooses 
financial companies that will be allowed to drop their status as bank holding 
companies in order to avoid regulations that would be imposed on other parts of 
the industry. This seems like a glaring loophole and a fundamental flaw in the 
President's proposal that would encourage regulatory arbitrage. Do you agree that 
this loophole exists? If so, are you concerned about its effects and have you 
thought of w'ays to fix it? 

9. I understand that you have concerns about the President’s proposal. Can you 
elaborate on those concerns? 

By Mr. Souder: 

1 . In its negotiations with AIG’s counterparties, w'hy did the FRBNY elect not to 
factor in the substantial differences in the financial position of the respective 
counterparties, including their exposure to AIG securities, benefits they may have 
received from other government programs such as TARP, and the fact that some 
of the institutions were foreign owned? If you were not directly involved with this 
decision, do you agree with this policy choice? Did the decision to treat all 
couiiteiparties the same essentially eliminate any possibility to negotiate 
concessions? 

By Mr. Turner: 

1 . The administrative record produced by the Pension Benefit Guaranty Corporation 
(“PBGC”) indicates that PBGC staff discussed the Delphi pension plans with 
officials from the Treasury Department and the Auto Task Force before the plan 
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was finalized to cut the pension plans. At what date did the Treasury Department 
know about the cuts to the Delphi pension plans? 

2. In what manner was the Treasury informed about the cuts to the Delphi Salaried 
Retiree pension plans? 

3. Does the Treasury Department acknowledge that they knew about the Delphi 
Salaried Retiree pension cuts prior to final administrative action from PBGC to 
implement any cuts to those pensions? 

4. With what frequency did these discussions occur, and at what level? 

5. Did the Treasury Department initiate the discussions with the PBGC regarding the 
Delphi Salaried Pension plans? 

6. Is the Treasury Department consulted in PBGC pension fund plan settlement 
negotiations? 

7. Did the Treasury Department authorize, approve, or consent to the PBGC 
temiinating the Delphi Salaried workers pension plans? 

8. Does the Treasury Department deny it had the authority to disapprove of the cuts 
to the Delphi Salaried Retiree pension plans? 

9. What authority does the Department of the Treasury have to prevent the cuts to 
the Delphi Salaried Retiree pension plans? 

10. In the discourse between the Treasury, the PBGC and any other parties, what role 
did the Treasury Department play in the decision to terminate the pension plan of 
the Delphi Salaried workers? 

1 1 . What was the position of the Treasury Department in any of those discussions and 
the reasoning behind any decision to force only the Delphi Salaried workers to 
undergo substantial cuts in their pensions? 

12. Recently, it was decided that certain hourly retirees and other union workers 
whose pensions were cut by the PBGC would have those pensions “topped-up” by 
the new GM. What role did the Treasury Department have in that decision? 

1 3 . How' much is the “topping-iip” costing New GM? 

14. The Secretary of the Treasury sits as one of three board members of the PBGC, 
Did the Secretary of the Treasury take any action to prevent the cuts to the Delphi 
Salaried Retiree pension plans? 



264 


1 5. The Secretary of the Treasury sits as one of three board members of the PBGC. 
Did the Secretary affirmatively consent and/or approve of cuts to the Delphi 
Salaried Retiree pension plans? 

16. The Secretary of the Treasury sits as one of three board members of the PBGC. 
Why did the Secretary not exercise any authority to prevent the cuts to the Delphi 
Salaried Retiree pension plans? 

1 7. Did the PBGC vote on the cuts to these plans, and what was the Treasury- 
Secretary’s vote? 

1 8. The Secretary of the Treasury sits as one of three PBGC board members. What 
does the Secretary see as his responsibilities to the PBGC as a board member? 

19. Please describe the actual conflicts and potential conflicts between the Secretary’s 
duties as a PBGC board member and the Treasury Department’s duties as the 
majority owner of New GM? 

20. How does the Secretary prevent conflicts between those two roles? 

2 1 . After the Treasury Department’s increased involvement in General Motor’s 
operations, General Motors seemed to reverse its position with respect to 
assuming the obligations of Delphi’s pension plan for salaried workers. Please 
describe the role of the Treasury Department in that decision? 

22. Please provide and describe any communications between the Treasury 
Department and General Motors with respect to General Motors’ position of 
assuming the obligations of Delphi’s pension plan for salaried workers. 

23. By the time the PBGC initiated termination proceedings against Delphi’s pension 
plans, the PBGC held approximately $200 million in liens against Delphi foreign 
assets, and estimated that there were approximately $2.4 billion in Delphi foreign 
assets that the PBGC could potentially assert liens against. The PBGC ultimately 
released these liens as part of settiement agreements with New GM and Delphi, in 
exchange for payi-nents by New GM which did not include Delphi Salaried 
Retirees pension plans. What role did the Treasury Department play in approving 
and/or crafting this settlement? 

24. When did the Treasury Department become aware that the PBGC believed that 
there were $2.4 billion in foreign Delphi assets upon which the PBGC could 
assert liens? 

25. Had the PBGC refused to remove the liens, would the Treasury Department have 
been willing to pen-nit New GM to assume sponsorship of the Salaried pension 
plan? 
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26. Did the Treasury Department (or the Auto Task Force) take part in negotiations 
with the PBGC in an attempt to have the PBGC release its liens against Delphi 
Assets? And in what manner? 

27. When the Treasury Department communicated with the PBGC regarding the 
negotiation of a settlement agreement and the release of the PBGC’s liens, did the 
Treasury Department take any measures to ensure that the PBGC would not give 
undue weight to the negotiation position of GM and/or the Treasury Department 
due to political considerations? 

28. Salaried Delphi retirees have made requests under the Freedom of Infbnnation 
Act to the Treasury Department and the Auto Task Force, respectively, regarding 
their involvement in the termination of the Salaried pension plan. These requests 
have so far been ignored. Can you explain why the Treasury Department and 
Auto Task Force have refused to comply with these requests? 

29. Members of the House Oversight and Government Reform Committee, as well as 
other House Members, have requested documentation related to the Treasury 
Department’s knowledge and role in the cuts to the Delphi Salaried Retiree 
pension plans. These requests have so far been ignored. Please explain the 
Department’s reasoning behind ignoring Congressional requests for information, 
and please describe when the Department will provide the requested information 
to the Members of Congress. 

30. The United Auto Workers has recently stated that Delphi Salaried Retirees should 
be treated with “fairness and equity”. Additionally, the UAW stated in a letter 
dated January 15, 2010 that it supports providing the same "top-ups" to the 
Salaried workers as a matter of "fairness and equity" that were provided to the 
other Delphi workers. Does the Administration agree? 


By Mr. Westmoreland: 

1, Once the Government took over 79% of AIG, it was Government-owned. Why 
did the FRBNY not insist that the Government’s Triple-A rating be extended to 
AIG to ease AIG’s collateral posting obligations under its CDS contracts? 

2. It is obvious that the AIG deal is bad for taxpayers and that if the deal is not 
renegotiated taxpayers will never see their money get repaid. Is there anybody at 
Treasury working on a new plan to deal with AIG? 

By Mr. McHenry: 

1 . In a hearing before the Financial Services Committee last year, you said: 

“Financial products and institutions should be regulated for the economic function 
they provide and the risks they present, not the legal form they take. We can’t 
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allow institutions to cherry pick among competing regulators and ship risk to 
where it faces the lowest standards and weakest constraints.” You suggested that 
you could “reconcile” this view with current financial regulation proposals, which 
would allow some companies to avoid regulation by dropping their status as a 
bank holding company. Please explain. 

2, Please elaborate on President Obama’s proposed tax on banks. Do you believe it 
will result in less credit being made available to small businesses and consumers? 

3. How do you think proposed limits on hedge funds, private equity, and proprietary 
trading will impact U.S. finns’ global competitiveness? 

By Mr. Jordan: 

1 . Do you believe that the management team that the FRBNY put in place at AIG 
was qualified to run an insurance company? Please describe the relevant 
experience and qualifications of each FRBNY employee who was given any AIG 
management responsibilities on or after September 1 8, 2008. 

2. In an e-mail to you on October 22, 2008, Meg McConnell, a FRBNY economist, 
noted that “the new ML 3-in which they tear up the CDS and purchase the 
underlying CDOs-seems pretty good from a financial stability 

perspective. . .[because] it seems to remove considerably more uncertainty for the 
firms and arguably for the system.”''’ Did the FRBNY consider the finnaical 
health, or stability, of AIG’s counterparties in deciding how to structure and 
conduct the Maiden Lane III transactions? 

3. Do you agree with FRBNY staffs position that a “governmental interest” 
justified special treatment by the SEC for AIG’s filings, distinct from the filings 
of all other companies? If so, please describe that “governmental interest.” Is 
the “govenunental interest” distinct from the policy goals of the securities 
disclosure laws and rules? 


FRBNY-TOWTs'S-Rl-195645. 

See FRBNY-TOWNS-R3-0091S9. 
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By Mr. Luetkemeyer: 

1 . Why did the FRBNY reject less costly alternatives to acquiring the underlying 
assets from AlG’s counterparties and seeing that they received the full $62 billion 
up front, such as stepping in to provide collateral to the counterparties as needed 
under the CDS contracts? If you felt that you did not have the necessary statutory 
authority, why did you not come to Congress and ask for it? 

2. FRBNY General Counsel Thomas Baxter, when asked about the FRBNY’s 
negotiations with AlG’s counterparties, told Committee staff, “I don’t know why 
we even bothered to ask [for any concessions].” When he was asked why, he 
responded, “1 guess it doesn’t hurt to ask.” Why was such a limited effort made 
to seek concessions from the counterparties? 

3. In 2008 and 2009, the FRBNY and its counsel shared AlG’s draft SEC filings 
with officials at Treasury and requested comments and edits. When a 
corporation’s securities disclosures become a group project of multiple federal 
agencies, with each agency adding changes to suit its own needs, is there a danger 
that investors' needs will be ignored? 

4. You have repeatedly claimed that the Fed will actually make a profit from the 
AIQ bailout. Can you provide any concrete proof of your claims? 

By Mr. Stearns, participating by unanimous consent of the Committee: 

1 . It was brought out in your testimony and through the questions that were asked by 
the Members of the House Oversight and Government Reform Committee at the 
January 27'’’ hearing that you did not sign an official, fonnal agreement to recuse 
yourself from the dealings and decisions involving the overpayments to AlG’s 
counterparties and from working on issues involving specific companies, 
including AIG. Because you only infonnally recused yourself, American 
taxpayers and Congress have to tixist you and take you at your word that you did 
not get involved with “issues involving specific companies, including AIG” 
following your nomination for Treasury Secretary on November 24, 2008. Is that 
true? Please respond with either “yes” or “no”. 

2. What was the rationale behind your decision to only infomially recues yourself? 
Why did you not sign an official recusal or get an ethical review from the 
Treasury Department and/or the Office of Government Ethics? 

3. You also stated at the hearing that while you recused yourself from the activities 
dealing with the negotiations over AlG’s counterparty payments, you did leave 
your Chief of Staff in charge to deal with AIG. Is that correct? If not, did your 
Chief of Staff have any knowledge of the AIG counterparty payments? 
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4. Is your current Chief of Staff a former employee of Goldman Sachs? 

5. Was your former Chief of Staff, while you were President of the FRBNY, a 
former employee of Goldman Sachs? 

6. How can you assure American taxpayers that your Chiefs of Staff always acted in 
the best interest of the taxpayers and not of Goldman Sachs? What assurances 
can you give us? 

7. Do you believe that without the counterparty payments being made to AIG - at 
par value - that AIG would have been pushed into bankruptcy and a revolution 
would have resulted in this country? You inferred this during your testimony, but 
please clarify this for the record. 

By Mr. Blunt, participating by unanimous consent of the Committee: 

! . We now know that several of AIG’s counterparties were experiencing significant 
financial difficulties at the time of the decision to purchase the counterparty 
contracts. How much was the health of these banks a factor in paying them 100 
cents on the dollar for the value of their credit default swap contracts? 

2. Did the Federal Reserve Bank of New York’s decision to treat all counterparties 
equally give the major counterparties (including foreign banks) effective veto 
power over the possibility of a concession from any other major parties? 

3. What was the extent of the negotiations over paying the counterparties at par 
value, and what will these same parties do in future times of crisis if Congress 
enacts legislation to mandate the creation of a S200 billion bailout fund? 

4. What was the rationale for keeping secret the list of par value counterparties, 
given that the SIGTARP concludes that “there is no indication that AIG’s 
disclosure undermined the stability of AIG or the market or damage legitimate 
interests of the counterparties”? 
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QUESTIONS FOR MR. HENRY PAULSON 

By Representative Marcy Kaptur: 

1 . Who did you work for what position did you hold before being appointed by President Bush 
to serve as Secretary of the Treasury? 

2. To your knowledge, did any relative of President Bush ever work at Goldman Sachs while 
you were Secretary of the Treasury, and if so, who and in what capacity? 

3. To your knowledge, did any one ser\'ing in the White House ever work at ever work at 
Goldman Sachs while you were Secretary of the Treasury, and if so, who and in what 
capacity? 

4. When you were Secretary of the Treasury, how many people worked in the Department of 
Treasury who had worked at Goldman Sachs? 

5 . In the phone logs of Secretary Geithner from Sept. 1 4 to Dec,3 1 , 2008, when he was 
President of the Federal Reserve Bank of New York, it shows that he called you w'ell over 
200 times. How many of those conversations were about AIG, and when? 

6. Why did you use Goldman Sachs to give the Treasury advice on AIG given that Goldman 
Sachs had a major conflict of interest as a counter party to AIG through CDS’s? 

7. What monitoring of AIG's exposure to CDS written on CDOs did NY Fed undertake in 

a. 2004-2006 

b. HI 2007 after HSBC mortgage blowup 

c. H2 2007 after Bear Steam Hedge Fund blowup 

d. Q1 2008 after monoline distress 

e. Q2 2008 after Bear blowup and acute monoline distress 

f. Q3 2008 in run up to collateral calls on AIG? 

(subject to result of above questions). The following blog entry, by an anonymous 
securities lawyer familiar with the terrain, criticises a financial journalist for 
obliviousness to the level of risk at AIG in mid-2007, pointing to a widely distributed 
Fitch report that highlight's AIG's exposure. AIG was well known as a major, if not the 
major, credit default swaps counterparty. Certainly by the time of the Bear Stearns 
rescue, if not sooner, credit default swaps were recognized as a source of systemic risk; if 
nothing else, Eric Dinallo of New York State Deptment of Insurance made that clear in 
January 2008. Why was there no interest in AIG as a source of counterparty risk to the 
dealer community? http://economicsofconteiTitit.blogst)Ot.com/2009/Q9/risk-held-at- 
aigfp-was-not-surprise.html 

8. On what date did Treasury start making contingency plans for a run on AIG? What the 
NYFRB involved? 
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9. On what date did Treasury begin liaison with AIGFP’s regulator UK’s FSA? What the 
NYFRB involved? 

10. On what date did Treasury start the process of discovering who AIG’s counterparties were 
for the CDS’s written on CDO’s by AIG? What the NYFRB involved? 

1 1 . What risk modeling or other assessments did Treasury undertake of the resulting systemic 
risk and when did they start? What the NYFRB involved? 

12. What legal advice did Treasury take regarding the prospect of successfully challenging the 
French claim that settling the AIG CDS on CDOs for 100 cents on the dollar would be illegal 
under Franch law? 

13. Is it correct that you claimed at the time that legal obstacles faced by the French banks were a 
major reason W'hy haircuts could not be negotiated? 

14. Are you aware that it has since become clear that those legal difficulties were fictitious? 

1 5. Considering how Socgen and Calyon were both very closely linked to US banks in particular, 
over half of SocGen's exposure was underwritten by Goldman, for example], is it possible 
that US banks knew about or encouraged French banks to urge their regulators to represent 
their legal situation falsely? Do you think an investigation might be warranted? 

16. Some of the owners of the CDOs purchase by Maiden Lane III were not the banks, but their 
clients. They are almost certain not to be US institutional investors. Most of the CDOs 
bought by Maiden Lane III have been downgraded since their acquisition some severely. 
What was the rationale for the Fed ultimately providing liquidity to investors of no systemic 
importance? Who were the third party clients of Goldman (and others?) who benefited from 
the Maiden Lane III payments to Goldman? Was any investigation performed to determine 
who they were and whether they were appropriate recipients of taxpayer payments? Were 
any conflicts of interest investigated with respect to such payments? 

1 7. What’s the propriety of the taxpayers, via our subsidy to AIG, paying UBS $5 billion while 
the Justice Department was prosecuting it for massive tax fraud? 

18. What’s the propriety of the taxpayers, via our subsidy to AIG, paying UBS $5 billion while 
the Justice Department was prosecuting it for massive tax fraud? 

19. As the Secretary of the Treasury, what, if any power did you have over the Federal Reserve 
Bank of New York and its Wall Street members? 


20. Mr. Paulson, the Oversight and Government Refonn Committee has obtained a document 
from you as Secretary of the Treasury to then President of the Federal Reserc'e Bank of New 
York President, Mr. Geithner dated October 8, 2008. In the letter you state that you believed 
that the Federal Reserve Bank of New York’s provision of a special liquidity facility to AIG 
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in order to allow the company to meet its obligations was necessary to prevent the substantial 
disruption of to financial markets and the economy that could well have occurred from a 
disorderly wind-down of AIG, 

Mr. Paulson - 1 assume that these are the Maiden Lane facilities and that these facilities 
allowed the counterparties to be paid in full. Is that correct? 

As the Secretary of the Treasury, what, if any power did you have over the Federal Reserve 
Bank of New York and its Wall Street members? 
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QUESTIONS FOR SECRETARY PAULSON 
By Mr. Souder: 

1 , Please explicitly define how you measure systemic risk. 
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QUESTIONS FOR MR. BAROFSKY 

By Ranking Member Bachus, Committee on Financial Services, participating by 
unanimous consent of the Committee: 

1 . In preparing your November 2009 Audit of the AIG counterparty payments, were 
you aware of the November 5, 2008 BlackRock presentation that was widely 
reported in the media on January 26, 2009, which clearly showed that Goldman 
Sachs was willing to tear up its CDS contracts with AIG, which would have saved 
the taxpayers billions? Why was the information contained in the BlackRock 
report withheld from your November audit of the A!G counterparty payment 
issue? 
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QUESTIONS FOR MR. HABAYEB 

By Ranking Member Bachus, Committee on Financial Services, participating by 
unanimous consent of the Committee: 

1 . During the fall of 2008, were you aware of the offer by Goldman Sachs to tear up 
its CDS contracts with AIG, which would have saved taxpayers more than $5 
billion? If so, why was this option not explored or acted upon? 

2. Have you been involved in any efforts to prevent disclosure of the New York 
Fed’s assistance to AIG? Were you aware of the numerous emails from New 
York Fed official James Bergin that sought to gain special security status for AIG 
disclosures to the Securities and Exchange Commission - protections that are 
typically only used for national security purposes? Did you approve of these 
efforts? If not, who empowered Mr. Bergin with the authority to pursue obtaining 
possible national security status for AIG material from the SEC? 

3. Were you aware of the January 13, 2009 email from Davis Polk & Wardwell 
attorney Diego Rotsztain that sought to ensure AIG’s regulatory filings were kept 
secret and did “not get into the wrong hands?” Did you follow the advice of Mr. 
Rotsztain or approve of the efforts taken to conceal AIG’s counterparty 
information? 

4. Were you aware of the December 4, 2008 email from New York Fed official 
Danielle Vicente which stated that releasing AIG’s counterparty information 
would be “politically sensitive” and that “it would be hard to sell the public on US 
funds to buy foreign entities out of AIG ri.sk, especially since the foreign 
regulators were contacted, etc.?” This email seems to imply that foreign 
regulators, such as France’s Commission Bancaire, were willing to negotiate on 
AIG’s counterparty payments to such institutions as Societe Generale. Were 
these foreign regulators, in fact, willing to negotiate? If so, please provide a 
complete record of all AIG communications during these negotiations. 

5. Did you ever have any conversations with Secretary Geithner regai'ding the 
possible tear-up of Goldman’s contracts with AIG? Was the lack of statutory 
authority for the New York Fed to act upon this possibility ever cited as a 
rationale for not accepting Goldman’s willingness to tear up these contracts? If 
so, who was responsible for citing this lack of statutory authority? 
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QUESTIONS FOR MR. FRIEDMAN 

By Ranking Member Bachus, Committee on Financial Services, participating by 
unanimons consent of the Committee: 


1 . During the fall of 2008, were you aware of the offer by Goldman Sachs to tear up 
its CDS contracts with AIG, which would have saved taxpayers more than $5 
billion? If so, why was this option not explored or acted upon? 

2. Have you been involved in any efforts to prevent disclosure of the New York 
Fed’s assistance to AIG? Were you aware of the numerous emails from New 
York Fed official James Bergin that sought to gain special security status for AIG 
disclosures to the Securities and Exchange Commission - protections that are 
typically only used for national security purposes? Did you approve of these 
efforts? If not, who empowered Mr. Bergin with the authority to pursue obtaining 
possible national security status for AIG material from the SEC? 

3. Were you aware of the January 13, 2009 email from Davis Polk & Wardwell 
attorney Diego Rotsztain that sought to ensure AIG’s regulatory filings were kept 
secret and did “not get into the wrong hands?” Did you follow the advice of Mr. 
Rotsztain or approve of the efforts taken to conceal AIG’s counterparty 
infonnation? 

4. Were you aware of the December 4, 2008 email from New York Fed official 
Danielle Vicente which stated that releasing AIG’s counterparty infonnation 
would be “politically sensitive” and that “it would be hard to sell the public on US 
funds to buy foreign entities out of AIG risk, especially since the foreign 
regulators were contacted, etc.?” Other than demonstrating a full understanding 
that the decision to witliliold infonnation was political in nature, this email seems 
to imply that foreign regulators, such as France’s Commission Bancaire, were 
willing to negotiate on AIG’s counterparty payments to such institutions as 
Societe Generalc. Were these foreign regulators, in fact, willing to negotiate? If 
so, please provide a complete record of all Federal Reserv'e Bank of New York 
communications during these negotiations. 

5. Did you ever have any conversations with Secretary Geithner regarding the 
possible tear-up of Goldman’s contracts with AIG? Was the lack of statutory' 
authority for the New York Fed to act upon this possibility ever cited as a 
rationale for not accepting Goldman’s willingness to tear up these contracts? If 
so, who was responsible for citing this lack of statutory authority? 

6. During a January 26, 2009 interview with CNBC, Senator Jim Bunning claimed 
that the staff of the Federal Reserve was not in favor of rescuing AIG similar to 
the government’s treatment of Lehman brothers. However, he cited an email 
from Chainnan Bemanke to the Federal Reserve staff that served as a directive to 
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save AIG due to the potential risk that AIG’s failure might pose to the U.S. 
economy. Can you confirm or deny that this differing of opinion existed between 
the Fed’s staff and Chairman Bemanke, and do you know if this email does, in 
fact, exist? 
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QUESTIONS FOR TOM BAXTER 

By Representative Marcy Kaptur: 

1 . In a memo obtained by the Committee from Sarah Dahlgren to you, she recommends the 
hiring of BlackRock Solutions to perform services for the Federal Reserve Bank of New 
York related to the Maiden Lane Facilities two and three. Can you tell me what Sarah 
Dahlgren’s role was in regard to AIG? 

2. Did you approve Ms. Dahlgren’s request? 

3. To whom at the New York Fed did BlackRock report? What level of oversight does the 
FRBNY have over BlackRock in its management of the three Maiden Lane facilities? 
Identify and provide all related documents. 

4. The Committee also obtained slides where BlackRock complete an analysis of the Maiden 
Lane III that some counterparties were in a place to experience losses, especially if there was 
a downturn. Did BlackRock share this information with the Federal Reserve Bank of New 
York, and if so, w’as this information used strategically in the negotiations around the 
counterparty payments? Identify and provide all related documents. 

5. How involved was BlackRock in the counterparty negotiations? Identify and provide all 
related documents. 

6. Who at BlackRock did the NYFRB work with the most in regard all three Maiden Lane 
facilities? 

7. How much profit is BlackRock expected to make managing the three Maiden Lane facilities? 

8. What are you currently doing to test the firewalls put in place by BlackRock to prevent 
BlackRock Solutions from sharing its infonnation with the rest of BlackRock? Did you just 
go on BlackRock’s word or did you hire an outside entity to test the firewall - and if an 
entity did test this, did the firewall hold or not? Identify and provide all related documents. 
What do you do on a regular basis to ensure that BlackRock is not taking advantage of their 
management of the Maiden Lane facilities and their investment business? 

9. When was the first Goldman Sachs collateral call on its CDS with AIG? What prompted this 
call? How soon after Goldman Sack’s collateral call did other banks start making collateral 
calls? How many collateral calls, for what amount and from which banks rolled in on these 
CDS’s in 2008? Why were all of the banks allowed to keep the monies received from the 
collateral calls on these CDS contracts in addition to the money paid to tear up the contracts? 


10. What happened to the deals, including synthetic deals, that were in AlG's portfolio, getting 
significant collateral calls but did not go into Maiden Lane III? How much collateral has 
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been posted against these deals, what is their current market value and what is the plan for 
them in the future? 

1 1. What is the legal analysis for why these deals were not transferred to ML III as it relates to 
their synthetic nature? 

12. What percentage of the deals transfen-ed to ML III consisted of underlying synthetic bonds? 
Is there a threshold for which the Fed had drawn that would treat some as hybrid (meaning 
permissible for Maiden Lane III) and some as synthetic (presumably not)? 

13. What investigations is the FRBNY doing into the managers of the bad deals that ML III 
owns? many real investors arc suing bankers and deal issuers - does the Fed or Treasury 
have any plans to pursue similar lawsuits against the parties responsible for such bad deals? 

14. Some of the owners of the CDOs purchase by Maiden Lane III were not the banks, but their 
clients. The banks keep their identities closely guarded, but they are almost certain not to be 
US institutional investors. Most of the CDOs bought by Maiden Lane III have been 
downgraded since their acquisition some severely. What was the rationale for the Fed 
ultimately providing liquidity to investors of no systemic importance? 

15. What analysis did they do of a rescue for the monoline insurers and why was this rejected? 
What communications were there with the NY insurance department and what assurances 
were provided as a result of these discussions? Were any strategies or data shared between 
the NYID and the OTS, the Fed or the Treasury? What communications and analysis were 
performed about the commutations executed by the monolines with counterparties such as 
Merrill, Calyon and Citibank? 

16. What is the explanation for the appearance of the CMBS deals in Maiden Lane III? how did 
AIG acquire this exposure? What is Project Max, as discussed in the BlackRock memo and 
what were the liquidity and funding mechanisms of these bonds while in AlG's portfolio? if 
AIG was in a net positive funding position, why were these bonds transferred to ML 111 and 
what was the impact on AlG's balance sheet - positive or negative? what was the impact on 
Deutsche Bank's balance sheet? if negative for AIG and positive for DB, why were these 
deals included in ML III rather than kept at AIG? 

17. Some of the owners of the CDOs purchased by Maiden Lane 111 were not the banks, but their 
clients. They are almost certain not to be US institutional investors. Most of the CDOs 
bought by Maiden Lane 111 have been downgraded since their acquisition some severely. 
What was the rationale for the Fed ultimately providing liquidity to investors of no systemic 
importance? Who w'ere the third party clients of Goldman (and others?) who benefited from 
the Maiden Lane 111 payments to Goldman? Was any investigation performed to determine 
who they were and whether they were appropriate recipients of taxpayer payments? Were 
any conflicts of interest investigated with respect to such payments? 
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1 8, What were the hiring criteria used for selecting BlackRock as the advisor for AIG and 
Maiden Lane III? What was the conflicts of interest policy? How was this checked against 
the transactions? Identify and provide all related documents. 

19. In your testimony, you discuss conversations with the credit rating agencies over AIG in 
particular just before the loan to AIG and following. When was the very first time that the 
FRBNY started a conversation with any of the rating agencies? What was the nature of the 
conversation? How many times did the FRBNY speak to the credit rating agencies about 
AIG? How many times did the FRBNY speak to the credit rating agencies about any of the 
counterparties of AIG? Do you have any information that any of the counterparties of AIG 
contacted the credit rating agencies about AIG? From your perspective, how involved were 
the credit rating agencies in the plan to bailout AIG, create the Maiden Lane facilities and 
any other related activities connected to AIG or its counterparties? Identify and provide all 
related documents. 
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QUESTIONS FOR MR. BAXTER 
By Ranking Member Issa: 

1 . If an SEC filing by AIG on or after September 1 9, 2008, had violated the 
securities laws, should AIG have been able to avoid liability by demonstrating 
that all of its SEC filings were subject to review, editing, and approval by the 
FRBNY and its counsel? In March 2009, you suggested that AIG could avoid 
liability to its counterparties for revealing their identities because it was doing so 
at the FRBNY’s direction; “If someone sues AIG, they can say the Fed told us to 
do it.”*^ Do you believe that this immunity would extend to AIG’s securities 
filings, which were also being directed by the FRBNY? If not, why? 

2. On November 17, 2008, AIG submitted a draft SEC filing to the New York Fed 
and Davis Polk for review, edits, and approval. The filing reported that a new 
compensation package had been signed by AIG’s CFO, David Herzog. Within 40 
minutes, Marshall Huebncr, the lead partner for Davis Polk’s FRBNY business, 
sent an e-mail to you titled “READ ME.” Huebncr wrote, “Very bad timing to 
have this 8k come out just before the Secretary and the Chairman go before 
Waxman...Is there any chance — and maybe it is just too late — to get the Herzog 
comp package unagreed to?”'’ AIG never filed the SEC filing, and evidently 
canceled Mr. Herzog’s compensation package. What actions did you take as a 
result of Huebner’s e-mail? 

3. Did the cancellation of Mr. Herzog’s compensation package, and the cancellation 
of AIG’s intended SEC filing, serve any aim other than avoiding embarrassment 
“just before the Secretary and the Chaimian go before Waxman”? 

4. Do you believe that it is ever appropriate for the Fed, or Treasury, to force a 
public corporation that has received extraordinary federal financial assistance to 
make changes to its compensation aixangements, or take other actions, in order to 
avoid making disclosures under the securities laws? When are such actions 
appropriate? 

5. Was it appropriate for the FRBNY to contact the SEC directly to argue that a 
portion of AIG’s filings should be kept confidential and should not even be 
submitted to the SEC as part of its confidentiality determination? Or should the 
FRBNY have allowed AIG to conduct all communication wdth the SEC regarding 
its filings on its own? 

By Mr. Souder: 

1 . What is the purpose of an 8-K SEC filing and who bears the responsibility for 
AIG’s financial disclosures with the SEC? 


See FRBNY- rOWNS-RI-039070 (“If someone sues AIG, tiiey can say the Fed told us to do it”). 
’’ FRBNY-TOWNS-R3-002270 
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2. What interest did the FRBNY have in AIG SEC’s filings? 

3. After September 19, 2008 AIG sent its SEC filings to the FRBNY’s outside 
counsel, Davis Polk, for review and editing prior to submission. Is it appropriate 
for the FRBNY to be editing and reviewing AIG’s financial disclosures? 

By Ranking Member Bachus, Comnuttee on Financial Services, participating by 
unanimous consent of the Committee: 

1 . During the fall of 2008, were you aware of the offer by Goldman Sachs to tear up 
its CDS contracts with AIG, which would have saved taxpayers more than $5 
billion? If so, why was this option not explored or acted upon? 

2. Have you been involved in any efforts to prevent disclosure of the New York 
Fed’s assistance to AIG? Were you aware of the numerous emails from New 
York Fed official James Bergin that sought to gain special security status for AIG 
disclosures to the Securities and Exchange Commission - protections that are 
typically only used for national security purposes? Did you approve of these 
efforts? If not, who empowered Mr. Bergin with the authority to pursue obtaining 
possible national security status for AIG material from the SEC? 

3. Were you aware of the January 13, 2009 email from Davis Polk & Wardwell 
attorney Diego Rotsztain that sought to ensure AIG’s regulatory filings were kept 
secret and did “not get into the wrong hands?” Did you follow the advice of Mr. 
Rotsztain or approve of the efforts taken to conceal AIG's counterparty 
information? 

4. Were you aware of the December 4, 2008 email from New York Fed official 
Danielle Vicente which stated that releasing AIG’s counterparty information 
would be “politically sensitive” and that “it would be hard to sell the public on US 
funds to buy foreign entities out of AIG risk, especially since the foreign 
regulators were contacted, etc.?” Other than demonstrating a full understanding 
that the decision to withhold information was political in nature, this email seems 
to imply that foreign regulators, such as France’s Commission Bancaire, were 
willing to negotiate on AIG’s counterparty payments to such institutions as 
Societe Generale. Were these foreign regulators, in fact, willing to negotiate? If 
so, please provide a complete record of all Federal Reserve Bank of New York 
communications during these negotiations. 

5. Did you ever have any conversations with Secretary Geithner regarding the 
possible tear-up of Goldman’s contracts with AIG? Was the lack of statutory 
authority for the New York Fed to act upon this possibility ever cited as a 
rationale for not accepting Goldman’s willingness to tear up these contracts? If 
so, who was responsible for citing this lack of statutory authority? 
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6. During a January 26, 2009 interview with CNBC, Senator Jim Bunning claimed 
that the staff of the Federal Reserve was not in favor of rescuing AIG similar to 
the government’s treatment of Lehman brothers. However, he cited an email 
from Chairman Bemanke to the Federal Reserve staff that served as a directive to 
save AIG due to the potential risk that AIG’s failure might pose to the U.S, 
economy. Can you confirm or deny that this differing of opinion existed between 
the Fed’s staff and Chairman Bemanke, and do you know' if this email does, in 
fact, exist? 
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Secretary Timothy F. Geithner 
Questions for the Record 

House Committee on Oversight and Government Reform 
January 27, 2010 
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Rep. Marcv Kaptur 

1. Mr. Secretary, who nominated you to be President of the Federal Reserve Bank of New 
York? Please describe in detail the vetting process that you experienced both before 
and after you were nominated. 

The Nominating and Corporate Governance Committee of the Board of Directors nominated 
me to serve as President. The Committee reviews and interviews potential candidates and 
then makes recommendations to the full Board concerning nominations. The Committee’s 
Charter provides detailed information about this process. ' 

2. You stated in your testimony that after your election to be President of the Federal 
Reserve Bank of New York, you had to receive approval from the Chairman of the 
Federal Reserve Board of Governors, and that there were many checks and balances in 
the process. Can you please describe in full the process of approval for you - please 
include number of meetings, those present at each of the meetings, what was discussed, 
and include all related documents. I’d like to have a clear understanding the checks and 
balances in place and to what end these checks and balances work. Please also include a 
complete timeline of this approval process from start to finish. 

As 1 discussed in my testimony before the Committee, the Board of Directors of the Federal 
Reserve Bank of New York appoint.s the President of the Bank, but the decision is subject to 
the approval of the Board of Governors of the Federal Reserve System. The members of the 
Board of Governors are public servants, nominated by the President and confinned by the 
United States Senate. I am not aware of the details of the Board of Governors’ internal 
deliberation process for reviewing and approving nominations. 

3. Since the inception of the Federal Reserve System in 1913, please tell me the number of 
Presidents of any of the twelve Federal Reserve Banks that were elected by the Board of 
on of the 12 the Reserve Banks and subsequently did not receive the approval of the 
Chairman of the Federal Reserve Board of Governors. 

I have no personal knowledge about this historical data. 

4. This question concerns the Federal Reserve and Treasury decisions on the creation of a 
special purpose vehicle called Madden Lane III that bought the underlying collateral of 
a portion of AIG’s credit default swaps for the claimed purpose of preventing further 
collateral calls, an easing on AIG’s liquidity pressures and a strengthening of the 
financial system. 

The Special Inspector General for the Troubled Asset Relief Program reported on 
November 17, 2009 (SIGTARP-10-003) there were payments to AIG Credit Default 
Swap Counterparties of $27.1 billion (Table 2, page 20). 


^ Nominating and Corporate Governance Committee Charter, Federal Reserve Bank of New York, available at 
http://w\vw'. newyorkfed.org/aboutlhefed/noiTiinate.html. 
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Of the 16 banks that were recipients of the payments, 12 were foreign. Of the $27.1 
bUlion in payments, the foreign-based banks received $16.6 billion or 61.2 percent of the 
funds. Goldman Sachs received $5.6 billion (18.8) percent and the balance (20 percent) 
went to Merrill Lynch, Wachovia and Bank of America 

A. Did U.S. taxpayers and their government have any legal or contractual 
obligation to make payments to these AIG Credit Default Swap 
Counterparties? 

In late 2008, AIG faced the prospect of default and bankruptcy, which would 
have had catastrophic consequences for the economy. AIG was the largest 
provider of conventional insurance in the world, with approximately 75 
million individual and corporate customers in over 130 countries. If AIG had 
failed, the crisis would have almost certainly spread to the entire insurance 
industry. The government took action to prevent AlG’s failure and to protect 
the financial system. This included helping restructure the credit default swap 
contracts that AIG had entered into with various counterparties. 

As I described in my testimony before the Committee, AIG’s parent holding 
company, which was largely unregulated, had engaged in a broad range of 
financial activities that strayed well beyond the business of life insurance and 
property and casualty insurance. AIG’s Financial Products subsidiary 
(AIGFP) expanded into some of the newest, riskiest, and most complex parts 
of the financial system. 

AIG had agreed to insure the value of certain risky securities called multi- 
sector collateralized debt obligations (CDOs). The value of these securities 
was tied to other assets, mostly subprime mortgages. As the financial crisis 
intensified in 2008, the value of the securities fell sharply and AIG incurred 
losses on these contracts and had to post collateral or make payments on the 
insurance. AIG had a legal obligation to make these payments, and the failure 
to fulfill its obligation to any counterparty - domestic or foreign - would have 
resulted in its default and collapse. 

To help prevent this, the Federal Reserx'e Bank of New York (FRBNY) 
helped establish and fund .Maiden Lane III. The purpose of this new company 
was to purchase troubled assets that AIG had either acquired or insured, and to 
manage those assets for the benefit of the taxpayer. Purchasing those assets 
removed significant exposure from AIG’s balance sheet and helped prevent 
the company from being downgraded and failing. In designing and 
implementing this transaction the main objective of the Federal Reserve was, 
as it always is, to achieve the best possible result for the taxpayer. 

Since the Maiden Lane companies purchased these securities, they have 
generated significant cash flows that have been used to pay down the 
FRBNY’s loan by more than 25 percent. We expect Maiden Lane III to pay 
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the FRBNY back in full. I believe that the strategy that the Federal Reserve 
and the Treasury pursued in establishing Maiden Lane III will generate a 
better outcome than the other alternatives available to us at that time. 

B. Did the Federal Reserve or Treasury contact the home governments 
or central banks of the foreign banks and request their assistance in 
providing these payments? 

I am not aware of any such contacts. 

C. If demands on these foreign authorities were made, what were their 
responses? 

Please see the answer to Question 4.B above. 

D. If demands on foreign authorities were not make, why not? 

As described in the answer to Question 4. A above, the actual payments to 
the counterparties were made by Maiden Lane 111, funded by AIG and a 
loan from the Federal Reserve Bank of New York. They were commercial 
transactions, required under the contractual obligations that AIG had 
created when it insured the securities. 

Seeking the assistance of foreign governments to help with the 
restructuring of AIG's balance sheet and the purchase of the troubled 
assets would have been time consuming, with little likelihood of success. 
AIG’s financial position was deteriorating rapidly, and the prospect of a 
further ratings downgrade was imminent. AIG was scheduled to report a 
$25 billion loss for the third quarter on November 10, and the ratings 
agencies had informed AIG that, absent a parallel announcement of 
solutions to its liquidity and capital problems, they would dow'iigrade the 
company yet again. Such a downgrade would have led to AIG’s failure 
and could have triggered the catastrophic damage to the U.S. financial 
system that the government had been working to prevent since September 
2008. 

E. Was Congress informed of the decision to make these payments 
beforehand and if so to whom, how and when? 

In accordance with the authority provided in section 1 3(3) of the Federal 
Reserve Act, the Federal Reserve Bank of New York made the decision 
after consultation with and approval of the Federal Reserve Board of 
Governors. The Federal Reserve announced the decision publicly on 
November 10, 2008, and the securities were purchased on November 25 
and December 18, 2008. 1 am unaware of whether anyone in the Federal 
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Reserve System notified Congress of the decision prior to November 1 0, 
2008. 

5. Did anyone advise you that you should recuse yourself when President-elect Obama 
informed you of his intention to nominate you to be T reasury Secretary? If “yes”, 
provide their names and the date, content and context of their advice and any related 
documents. 

On November 24, 2008, President-elect Barack Obama announced that he intended to 
nominate me to be Secretary of the Treasury. 1 discussed the situation with the Chairman of 
the Federal Reserve Board, the General Counsel of the Federal Reserve Board, the General 
Counsel of the FRBNY, and the Chairman of the Board of Directors of the FRBNY, among 
others, 1 was asked to stay on as President of the FRBNY on an interim basis, which 1 did, I 
am not aware of any legal reason that would have made it necessary for me to stop 
conducting my duties as President. The decision to withdraw from certain activities was 
made, out of an abundance of caution, in part to protect the independence of the FRBNY, 
and, in part, because of the time demands that 1 was going to face in helping to shape the 
President-elect’s economic strategy. Specifically, starting on November 24, 2008, 1 
withdrew from involvement in monetary policy decisions, policies involving individual 
institutions, and day-to-day management activities. 

6. Did you seek or receive legal advice or the expert ethical advice as to whether and how 
you should recuse yourself? If “yes”, provide their names and date, content, and 
context of their advice and any related documents. If “no”, why did you not seek such 
advice? 

Please see the answer to Question 5 above. 

7. When and how did you advise the Office of Government Ethics (OGE) of your recusal? 
Provide any related documents. 

I was not required to advise the Office of Government Ethics of my recusal, and 1 did not do 
so. 

8. Explain in detail why you recused yourself and the exact nature and language of the 
activities which you recused yourself from performing. Explain why those activities 
posed a potential ethical problem absent recusal. Provide all related documents. 

Please see the answer to Question 5 above. 

9. Who did you appoint in your recusal to perform the duties from which you were 
recusing yourself? How did you inform them, and the Federal Reserve Bank of New 
York and the Board of Governors of the Federal Reserve, of your recusal and the 
appointment of your substitute decision makers? Provide all related documents. 
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In accordance with established practice, my colleagues and staff, led by First Vice President 
Christine Cuniming, carried out the day-to-day management operations of the Federal 
Reserve Bank of New York. Ms. Gumming is the second ranking officer in the Bank, and 
also serves as its chief operating officer. Management and staff at the Bank also worked in 
close cooperation with their colleagues at the Federal Reserve Board. 

10. When and how did you inform the incoming incoming Obama administration of your 
recusal? What was their response? Provide all related documents. 

I discussed my decision to withdraw from monetary policy decisions, policies involving 
individual institutions, and day-to-day management activities with advisers of the President- 
elect. As I described above in the answer to Question 5, this decision w'as made, in part, to 
protect the independence of the Federal Reserve, in part, because 1 was going to be 
dedicating the bulk of my time to helping shape the President-elect’s economic strategy. 

1 1. Why did you fail to recuse yourself in writing? When and how did you become aware 
of the requirement to confirm any recusal in writing? Provide all related documents. 

As discussed above in the answer to Question S, 1 withdrew from involvement in monetary 
policy decisions, policies involving individual institutions, and day-to-day management 
activities. My colleagues and staff were aware of this decision. I am not aware of any 
requirement to confirm such a recusal in writing. 

12. Who did your recusal identify as the official(s) to screen communications in order to 
make the recusal effective (as required under OGE rules)? OGE takes the position that 
recusal requires the official to appoint screcners to prevent the recused official of being 
involved even in communications, not simply decisions, concerning the subjects of the 
recusal. Did you recuse yourself from any involvement, including the receipt of 
information, related to the subjects from which you recused yourself? If not, why not? 
Provide all related documents. 

As discussed in the answer to Question 5 above, I am not aware of any reason that would 
have made it legally necessary for me to stop conducting my duties as President, but out of 
an abundance of caution, 1 withdrew from certain activities. My colleagues and staff were 
aware of this decision. 

13. W'hen did you first make public your recusal? Did you direct, urge, or imply that your 
recusal not be made public? Provide full details and ail related documents. 

There was no formal public announcement of the decision, but it was widely known. For 
example, on December 1, the Federal Reserve Bank of New York issued a press release 
stating that it would begin a search for a new President in light of my nomination. The 
announcement also noted that First Vice President Christine Gumming had taken over my 
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responsibilities regarding monetary policy decisions/ Contemporaneous news accounts also 
reported on these events. 

14. Do you concede that your recusal procedures failed to comply with the law and best 
ethical practices? 

No. I believe that ray decision to withdraw from monetary policy decisions, policies 
involving individual institutions, and day-to-day management activities was consistent with 
the law and the best ethical practices. 

15. Explain fully and in detail the potential conflicts of interest that could have arisen from 
your participation in decisions concerning AIG. Provide any related documents. 

As discussed in the answer to Question 5 above, I am not aware of any legal reason that 
would have made it necessary for me to stop conducting my duties as President, but out of an 
abundance of caution, I withdrew from certain activities. The decision did not relate to 
potential conflicts about any particular matter. This decision was made in part to protect the 
independence of the FRBNY, and, in part, because of the time demands that 1 was going to 
face in helping shape the President-elect’s economic strategy. 

16. By recusing yourself from regulatory activities in November 2008, during what you 
describe as a crisis that threatened a second Great Depression, you removed the most 
senior field regulator of many of the largest bank holding companies at a time when 
your expertise was most critical. Provide a list of the bank holding companies and state 
chartered member banks with assets over $1 billion that the Federal Reserve Bank of 
New York (FRBNY) regulated at the time of your recusal. Why did you believe that the 
potential conflicts of interest were so severe that they compelled you to recuse yourself 
during this desperate crisis? Provide any written or electronic explanation of your 
decision prior to your testimony. 

The leadership team at the Federal Reserve Bank of New' York is deeply experienced. As I 
discussed above in the answer to Question 9, when 1 withdrew' from certain activities, First 
Vice President Christine Gumming led the day-to-day operations of the Federal Reserve 
Bank of New York. 

Ms. Gumming is the second ranking officer in the Bank and has over thirty years experience 
working there. Under the circumstances, 1 believe that my decision to withdraw from certain 
management and policy activities at the Bank was in the best interest of both the Federal 
Reserve Bank of New York and the American people. 

17. Provide in detail, with any related documents, your understanding of the business 
strategy of each AIG CDS counterparty in its dealings with AIG, the Fed, or any U.S. 


“ Federal Reserve Bank of New York, Press Release, New York Fed Initiates Search for New President, December 
I, 2008, available at http:;Vwww.ny.frb.org,'newsevents/news/aboulthefed'2008/oa08 1201.html. 
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agency with regard to obtaining full payment on its CDS. Identify and provide all 
related documents. 

Due to the nature of the contracts that AIG had entered into, when selling insurance on the 
troubled securities, the contractual rights of the counterparties were very well protected. The 
counterparties had purchased insurance from AIG that entitled them, as a matter of law, to 
the full or par value of the contracts. 

In addition, the contracts between AIG and the counterparties afforded the counterparties the 
right to payments of cash collateral under certain circumstances. As a consequence, the 
value of the securities that the counterparties held, combined with the collateral that they had 
already obtained from AIG was generally equal to the par value of the securities. If AIG had 
defaulted, or even filed for bankruptcy, the counterparties would have kept both the collateral 
and the underlying securities. 

18. If the counterparties had forced .\IG into bankruptcy, what was AIG’s, Treasury’s, the 
Fed’s, and the FRBNY’s analyses of how large their recovery would have been on the 
CDS. Provide all such analyses and identify the dates on which they were conducted 
and who received such analyses. What analyses did you order of how much each 
counterparty would reeeive should AIG declare bankruptcy? When did you request or 
direct such analyses to be conducted? Who prepared them and when did they report 
their results? What were those results? Identify and provide all related documents. 

As 1 discussed in the answer to Question 1 7, the contractual rights of the counterparties were 
very well protected. The counterparties had purchased insurance from AIG that entitled 
them, as a matter of law, to the full or par value of the contracts. 

In addition, the contracts between AIG and the counterparties afforded the counterparties the 
right to payments of cash collateral under certain circumstances. As a consequence, the 
value of the securities that the counterparties held, combined with the collateral that they had 
already obtained from AIG was generally equal to the par value of the securities. As a 
result, if AIG had defaulted on its contractual obligations, or even filed for bankruptcy, the 
counterparties would have kept both the collateral and the underlying securities. 

For additional information about the analysis, I would refer you to the testimony before the 
Committee by Thomas Baxter, General Counsel and Executive Vice President of the Federal 
Reserve Bank of New York.^ 

19. Do you agree that if the counterparties had forced AIG into bankruptcy they were 
likely to suffer large losses on their CDS? If not, provide a detailed explanation of your 
rationale. Identify and provide all related documents. 

As discussed in the answer to Question 18 above, if AIG had defaulted, or even filed for 
bankruptcy, the counteiparties would have kept both the cash collateral payments that they 


’ Thomas C. Baxter Jr., Factors Affecting Efforts to Limit Payments to AIG Counterparties, Te.stimo!iy before the 
Committee on Government Oversight and Reform, January 27, 2010. 
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had previously received from AIG as well as the underlying securities (the CDOs). If the 
value of the underlying securities had continued to fall, the counterparties would have had a 
claim against AIG under the credit default swaps to make up the difference. On the other 
hand, if the price of the securities improved -- as our analysis indicated was likely over the 
medium to long run - the counterparties would have received more than par in the 
transaction. Instead, with our assistance, the insurance contracts were terminated, and the 
counterparties transferred the securities to Maiden Lane III, which has managed the securities 
to the benefit of U.S. taxpayers. 

20. Do you agree that the l!.S. government had unprecedented leverage with regard to the 
AIG CDS counterparties given the government bailout of AIG and many of the AIG 
counterparties? If not, provide a detailed explanation of your rationale? 

No. In fact, we had very little negotiating leverage. For the reasons discussed in the answers 
to Questions 1 8 and 1 9 above, the counterparties were in a very strong position and generally 
protected in the event of AIG’s default. They held insurance contracts entitling them to foil 
or par value of the contracts. If AIG had defaulted, or even filed for bankruptcy, the 
counterparties would have kept both the cash collateral payments that they had previously 
received from AIG as well as the underlying securities. 

Further, we were in the midst of a severe economic crisis. In a normal environment, 
regulators may have had more lime to try to help solve the problem in other ways. In the 
environment that existed, we had to act quickly and resolve a threat to AIG's liquidity and 
balance sheet that would likely have otherwise resulted in an immediate downgrade and 
failure. 

As I discussed in my testimony, some have suggested that the FRBNY should have used its 
regulatory authority, or some other means, to effectively coerce AIG’s counterparties to 
accept concessions. This was not a viable option either. Once a company refuses to meet its 
full obligations to a customer, other customers will quickly find other places to do business. 

If we had sought to force counterparties to accept less than they were legally entitled to, 
market participants would have lost additional confidence in AIG and the ratings agencies 
would likely have downgraded AIG again. This could have led to the company’s collapse, 
threatened our efforts to rebuild confidence in the financial system, and meant a deeper 
recession, more financial turmoil, and a much higher cost for American taxpayers. The 
Federal Reserve had already acted to rescue AIG from insolvency, and the counterparties 
fully expected that we would stand by that decision. 

We knew that the likelihood of success in the negotiations was modest. Relatively quickly, 
and not unexpectedly, we discovered that most firms would not provide a concession under 
any circumstances. One counterparty said that it was willing to provide a very minor 
concession, but only if every other counterparty would also agree to equal concessions on 
their prices. 


In the end, the prices paid for the securities were their fair market value, and because the 
counterparties retained the collateral they had previously received from AIG, they all 
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received an aggregate amount equal to par value of their securities. In return, the insurance 
contracts were terminated, and the counterparties transferred the securities to Maiden Lane 
III. In designing and implementing the transaction to restructure the contracts, our main 
objective was, as it always is, to get the best deal for the taxpayer. We made judgments 
about these transactions carefully with the advice of outside counsel and financial experts. 

Documents related to these questions and related topics would be in the possession of the 
Federal Reserve Bank of New York. 

21. Describe in detail your analysis of how the U.S. government could have best used its 
leverage to avoid paying roughly 100 cents on the dollar for the CDS had that been your 
mission. Identify and provide all related documents. 

Please see the answer to Question 20 above. 

22. Why didn’t the U.S. use its roughly 80 percent ownership of AIG to spin off AIG’s 
trading arm and place it in bankruptcy? Describe in detail the U.S. government 
(including the FRBNY and the Fed) and AIG research into its bankruptcy options for 
AIG. Identify and provide any advice, including legal advice, that the U.S. government 
or AIG received concerning such a potential spin off and bankruptcy filing by the 
trading arm. 

As I discussed in my testimony, there was no legal tool available to handle the failure of a 
company like AIG, comparable to the one available to the Federal Deposit Insurance 
Corporation for managing the orderly wind-down of a troubled bank. In addition, wc did not 
have the ability to separate the stable underlying insurance businesses from the complex and 
highly risky financial activities carried out primarily by the parent holding company. Experts 
suggested that achieving that separation would take several years. 

The financial refonn proposals put forth by President Obama and reflected in H.R. 41 73 
address these regulatory shortcomings. I commend the Members of this Committee for 
advancing financial refonn to this point, and I look forward to continuing to work with you 
to enact a strong set of comprehensive reforms. 

23. Did the U.S. government (including the Fed and the FRBNY) take any action to 
demand that the AIG CDS counterparties cease demands that AIG post additional 
collateral? If not, why not? If they did, describe the efforts (and the response of the 
counterparties) fully. Identify and provide all related documents. 

The counterparty negotiations were conducted in connection with the fonnation and funding 
of Maiden Lane III. AIG had entered into insurance contracts with various third parties to 
protect the value of certain risky securities, called multi-sector collaterized debt obligations 
(CDOs), in exchange for periodic premium payments. The value of these securities was tied 
to pools of other assets, mostly subprime mortgages. The contracts required AIG to provide 
its counterparties collateral as the market value of the underlying CDOs, the credit rating of 
the assets behind the CDO, or AIG’s credit rating declined. As the financial crisis 
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intensified, each of these events occurred. As of November 5, 2008, AIG had already posted 
approximately $37 billion in collateral against these exposures in accordance with the terms 
of the contracts, and these collateral calls contributed significantly to the $25 billion in losses 
that AIG reported for the third quarter of 2008. By purchasing the underlying securities, 
Maiden Lane 111 removed the persistent threat that these contracts posed to AIG’s continuing 
viability. 

Coercing AIG’s counterparties to accept concessions on the value of the securities was not a 
viable option for several reasons. First, if the FRBNY had tried to force counterparties to 
accept less than they were legally entitled to, market participants would have lost additional 
confidence in AIG leading to the company’s failure. Once a company refuses to meet its full 
obligations to a customer, other customers will find other places to do business. 

Second, the counterparties were in a strong bargaining position. They could have refused to 
grant such coneessions, kept the collateral they had already received, kept the CDO securities 
that AIG had insured, and sued AIG for breach of contract. This would have increased the 
taxpayer’s potential exposure and precluded them from benefiting from any recovery in the 
value of the CDOs, which has in fact happened. 

Third, if the FRBNY had attempted to use its regulatory authority to coerce or extract 
concessions from AIG’s counterparties, that attempt would likely have ted to a further 
downgrade of AIG’s ratings, precisely the result that all of the government's actions were 
intended to avoid. An “investment grade” credit rating is the rating agencies’ judgment that 
creditors will likely be repaid in accordance with the terms of their contracts, not according 
to a hypothetical government-coerced discount. If the FRBNY had attempted to force 
counterparties to accept less than they were legally entitled to, then AIG would likely have 
lost its “investment grade” rating. Such a downgrade could have led to the obligation for 
more collateral payments, and would have likely led to the company’s collapse. This would 
have threatened government efforts to rebuild confidence in the overall financial system, and 
meant a deeper recession, more financial turmoil, and, ultimately, a much higher cost for 
American taxpayers. 

24. What monitoring of AIG's exposure to CDS written on CDOs did NY Fed undertake in 

a. 2004-2006 

b. HI 2007 after HSBC mortgage blowup 

c. H2 2007 after Bear Stearns Hedge Fund blowup 

d. Q1 2008 after monoline distress 

e. Q2 2008 after Bear blowup and acute monolinc distress 

f. Q3 2008 in run up to collateral calls on AIG? 

subject to result of above questions). The following blog entry, by an anonymous 
securities lawyer familiar with the terrain, criticizes a financial Journalist for 
obliviousness to the level of risk at AIG in mid-2007, pointing to a widely distributed 
Fitch report that highlight's AIG's exposure. AIG was well known as a major, if not 
the major, credit default swaps counterparty. Certainly by the time of the Bear 
Stearns rescue, if not sooner, credit default swaps were recognized as a source of 
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systemic risk; if nothing else, Eric Oinallo of New York State Deptment of Insurance 
made that clear in January 2008. Why was there no interest in AIG as a source of 
counterparty risk to the dealer community? 

http://economicsofcontempt.blogspot.eom/2009/09/risk-held-at-ai2fp-was-not- 

surprise.html 

The Federal Resen/e did not and does not have supervisory authority over AIG or any of its 
subsidiaries. The Federal Reserve was first notified of the extent of the impending liquidity 
crisis at AIG on Friday, September 12, 2008, by officials of AIG. On that date, AIG officials 
met with senior officials at the Federal Reserve Bank of New York and the Board to discuss 
the company’s liquidity position. Before then, the Federal Reserve was aware of general 
concerns regarding the financial health of AIG through ongoing interaction with market 
participants and banking organizations that it supervised, as well as press reports and other 
public materials. However, prior to this date, the Federal Reserve did not have access to the 
type of proprietary, confidential company information needed to understand the true severity 
and immediacy of AlG’s liquidity needs, nor had any person (including AIG) requested that 
the Federal Reserve provide emergency credit to AIG under section 13(3) of the Federal 
Reserve Act. 

25. On what date did Treasury start making contingency plans for a run on AIG? What the 
NYFRB involved? 

AIG informed the Federal Reserve and the Department of the Treasury about the extent of its 
impending liquidity crisis on September 12, 2008. We immediately brought together a team 
of people from the Federal Reserve, the Treasury, and the New York State Insurance 
Department to work together to evaluate how to respond to AlG’s problems and prevent its 
collapse. 

Under the system of financial regulation in place in 2008, the Federal Reserve had no role in 
supervising or regulating AIG. But Congress had given the Federal Reserve authority to 
provide liquidity to the financial system in times of severe stress. The Federal Reserve acted 
to fulfill that responsibility with respect to AIG after it learned that the company was facing 
potentially fatal liquidity problems. 

26. On what date did Treasury begin liaison with AIGFP’s regulator UK’s FSA? What the 
NYFRB involved? 

Although it had an office located in London, I do not believe that AlG’s Financial Products 
subsidiary (AIGFP) was regulated by the Financial Service Authority (FSA). 

27. On what date did Treasury start the process of discovering who AlG’s counterparties 
were for the CDS’s written on CDO’s by AIG? What the NYFRB involved? 

On Friday, September 12, 2008, AIG officials infonned the Federal Reserve and the Treasury 
that the company was facing potentially fatal liquidity problems. As described in the answer 
to Question 25 above, we immediately brought together a team of people from the Federal 
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Reserve, the Department of the Treasury, and the New York State Insurance Department to 
evaluate AIG’s systemic importance. As part of this process, the team reviewed information 
about AIG’s exposure through its insurance contracts and credit default swaps. At the time, 
these totaled over $2 trillion of notional derivative exposures, through thousands of 
individual insurance contracts. 

28. What risk modeling or other assessments did Treasury undertake of the resulting 
systemic risk and when did they start? What the NYFRB involved? 

As discussed above in the responses to Questions 24 and 25, AIG officials infonned the 
Federal Reserve and the Treasury on Friday, September 12, 2008, that the company was 
facing potentially fatal liquidity problems. We immediately brought together a team of 
people from the Federal Reserve, the Department of the Treasury, and the New York State 
Insurance Department to evaluate AIG’s systemic importance. 

The team addressed the fundamental question of how the failure of AIG would affect the 
financial system and the broader economy. The failure of AIG in the fall of 2008 would have 
imposed significant financial losses on many individuals, households, and businesses; 
shattered confidence in already fragile financial markets; and greatly increased fear and 
uncertainty about the viability of our financial institutions. 

29. What legal advice did Treasury take regarding the prospect of successfully challenging 
the French claim that settling the AIG CDS on CDOs for 100 cents on the dollar W'ould 
be illegal under French law? 

In November 2008, the Federal Reserve extended credit to Maiden Lane III to address the 
increasing liquidity strains faced by AIG resulting from its obligation to post collateral with 
the counterparties to credit default swaps and other derivatives contracts written by AIG’s 
Financial Products subsidiary. In connection with this restructuring, the Federal Reserve 
undertook to obtain concessions from the counterparties, but w'as unable to obtain such 
agreements. 

As 1 described in my testimony before the Committee, and as Chairman Bemanke described 
in his letter to Senators Dodd and Shelby dated January 19, 2010,“* as part of this effort, 
Federal Reserve Bank of New York officials contacted the Commission Bancaire, the French 
bank regulator, to infonn it that the Federal Reserve Bank of New York was conducting 
negotiations with two French banks, Societe Generale and Calyon. The Commission 
Bancaire is an ami of the French government that is charged w'ith supervising French banks 
and administering and enforcing French banking laws. It has the power to impose 
administrative penalties and financial sanctions on offenders. 

The Commission Bancaire informed FRBNY officials that under French law, unless AIG 
went into bankniptcy, the French banks could not voluntarily agree to accept less than par 


Letter from Ben S. Bemanke, Cliaimian of the Board of Governors of the Federal Reseiv’e System to the 
Honorable Christopher J. Dodd and the Honorable Richard C. Shelby. January' 19, 2010. 
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value for the underlying securities in exchange for terminating the contracts. The French 
banks informed FRBNY officials of this as well. 

30. Is it correct that you claimed at the time that legal obstacles faced by the French banks 
were a major reason why haircuts could not be negotiated? 

No, we did not rely on that argument. There were many different factors that affected the 
outcome. Most of the firms would not, on any condition, agree to provide concessions. For 
additional information, please refer to the answer to Question 20 above. 

31. Are you aware that it has since become elear that those legal difficulties were fictitious? 

The French Commission Bancaire told Federal Reserve Bank of New York officials 
unequivocally that, under French law, absent an AIG bankruptcy, the banks were prohibited 
from voluntarily agreeing to accept less than par value for the underlying securities in 
exchange for terminating the swap contracts. 1 am not aware of any evidence that the 
Commission’s legal position was fictitious or untrue. 

32. Considering how Soegen and Calyon were both very closely linked to US banks in 
particular, over half of SocGen's exposure was underwritten by Goldman, for example], 
is it possible that US banks knew about or encouraged French banks to urge their 
regulators to represent their legal situation falsely? Do you think an investigation 
might be warranted? 

1 am not aware of any such conduct. As discussed above in the answer to Question 1 8, the 
contractual rights of all of the AIG counterparties were clear. The contracts afforded the 
counterparties the right to cash payments of collateral from AIG. And if AIG had defaulted 
on the contracts, the counterparties would have been entitled to keep both the collateral 
payments and the underlying securities. 

33. Some of the owners of the CDOs purchase by Maiden Lane III were not the banks, but 
their clients. They arc almost certain not to be US institutional investors. Most of the 
CDOs bought by Maiden Lane III have been downgraded since their acquisition some 
severely. What was the rationale for the Fed ultimately providing liquidity to investors 
of no systemic importance? Who were the third party clients of Goldman (and others?) 
who benefited from the Maiden Lane III payments to Goldman? Was any investigation 
performed to determine who they were and whether they were appropriate recipients of 
taxpayer payments? Were any conflicts of interest investigated with respect to such 
payments? 

Maiden Lane III was established to purchase troubled assets that AIG had either acquired or 
insured, and to manage those assets for the benefit of the taxpayer. The counterparties held 
insurance that entitled them to full or par value of the contracts. Purchasing the assets 
removed significant exposure from AlG’s balance sheet and helped prevent the company 
from failing. The purpose of restructuring the contracts was to prevent AIG from defaulting 
and going into bankruptcy, not to benefit any individual counterparties, banks, or their 
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clients. All counterparties were treated equally. Attempting to selectively default on any 
contract would have resulted in a downgrade, general default, and the failure of AIG. 

34. Why did you as President of the Federal Reserve Bank of New York not work out an 
arrangement to remove the AIGFP until from the company and dealing with it 
separately rather than allow the AIGFP unit to infect the entire company? 

As discussed above in the answer to Question 22, there was no regulatory tool available to 
the Federal Reserve at the time to handle the failure of AIG that was comparable to the one 
available to the Federal Deposit Insurance Corporation for managing the orderly wind-down 
of a troubled bank. 

Legally, AIG was liable for all of the contracts info which its AIGFP subsidiary had entered. 
The obligations were interwoven within the corporate structure. We did not have the ability 
to separate the underlying insurance businesses from the complex and dangerous financial 
activities carried out primarily by the parent holding company. AIG’s insurance subsidiaries 
were interconnected with the parent company and its unregulated affiliates both financially 
and operationally. Experts suggested that achieving a separation would take several years. 

35. The AIG transaction was disturbing to many observers. Why did out government not 
require the bank creditors to take the lead and bear the loss in our plan to stabilize 
AIG? You in effect nationalized the company and let the creditors off the hook? 

The Federal Reserve and the Treasury determined that it was in the best interests of the 
United States to rescue AIG in order to stop the panic and prevent further damage to the 
economy. Without assistance, AIG would have been forced to file for bankruptcy protection, 
resulting in default of over $ 1 00 billion of debt, as well as trillions of dollars of derivative 
contracts. The failure of AIG would have been catastrophic for a financial system already in 
free fall. 

36. What’s the propriety of the taxpayers, via our subsidy to AIG, paying UBS $5 billion 
while the Justice Department was prosecuting it for massive tax fraud? 

Counterparties, such as UBS, held insurance that entitled them to full or par value of the 
contracts. AIG’s contractual obligation to fulfill the contracts was not affected by actions or 
investigations by the Department of Justice with regard to a particular counterparty. The 
contracts were commercial transactions between private entities. 

Moreover, the purpose of paying the counterparties to terminate the credit default swap 
contracts and turn over the underlying securities was to remove a substantial threat to AIG’s 
liquidity and solvency, while allowing taxpayers to benefit from any recovery in the 
securities. Taxpayers benefitted in at least two respects from these transactions: (i) AIG was 
stabilized, thereby removing a significant threat to our financial system and economy; and 
(ii) the price of the transferred securities has improved, which translates into repayments and 
potential profits from loans to Maiden Lane HI. 
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37. In the hearing did you say that losses to the banks would not have been material had 
AIG not paid 100 cents on the dollar - that makes paying 100 cents on the dollar 
insane? Any reasonable party could have negotiated a better deal. Other financial 
troubled entities paid 13 cents on the dollar for their CDS’s. 

We had very little negotiating leverage. For the reasons disciis.sed in the answers to Question 
20 and others above, the counterparties were in a very strong position. They held insurance 
contracts entitling them to full or par value of the contracts. And they were generally 
protected on the value of the contracts even in the event of AlG’s default. If AIG had 
defaulted, or even filed for bankruptcy, the counterparties would have kept both the cash 
collateral payments that they had previously received from AIG as well as the underlying 
securities. 

But losses to the specific firms were not the issue. At the time, the government was working 
to save AIG and rebuild confidence in the financial system. The FRBNY could not credibly 
threaten not to pay the counterparties without being willing to follow through on that threat 
and put ,41G into bankruptcy. At the time, any suggestion that it might let AIG fail would 
have worked against the vital aim of restoring stability and confidence in the financial 
system. 

Moreover, we had very little time to act. AIG’s financial position was deteriorating rapidly, 
and the prospect of a further ratings downgrade was imminent. AIG was scheduled to report 
a .S25 billion loss for the third quarter on November 10, and the ratings agencies had 
informed AIG that, absent a parallel announcement of solutions to its liquidity and capital 
problems, they would downgrade the company’s credit rating. Such a downgrade would 
have led to AIG’s failure and triggered the catastrophic consequences the government had 
been trying to avoid since September 2008. 

A bankruptcy would have entitled the counterparties to terminate the credit default swap 
contracts and keep the collateral that AIG had previously posted, as well as the underlying 
collateralized debt obligations that AIG had insured. By contrast, the prices paid for the 
securities were their fair market value. In return, the insurance contracts were tenninated, 
and the counterparties transferred the securities to Maiden Lane Ul. 

38. Mr. Secretary, in your previous position, svhat did you do during the negotiations with 
AIG’s counterparties to get the counterparties to accept less than 100 cents on the 
dollar, if anything? Were you working to make whole the Wall Street member banks, 
the Federal Reserve System, the American people, or none of the above? 

For more information about the constraints that we faced in the negotiations with the 
counterparties, please sec the answers to Questions 23 and 37 above. 

In response to the second part of the question, the steps the government took to rescue AIG 
were motivated solely by what we believed to be in the best interest of the American people. 
We did not act because AIG asked for assistance. We did not act to protect the financial 
interests of individual institutions. We acted because the consequences of AIG failing at that 
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time, in those circumstances, would have been catastrophic for our economy and for 
American families and businesses. In designing and implementing the transactions, the main 
objective was to get the best deal for the U.S. taxpayer. 

39. The CEO of Goldman Sachs was asked at the Financial Crisis Inquiry Commission if 
the government had asked Goldman to participate in the rescue of AIG. He responded 
“Not to my knowledge.” In hindsight, what would you change at of the AIG 
transactions? Was there a better way to calm the markets without doing so much 
damage to the company and destroying so much value? 

The Maiden Lane transactions did not destroy value, they preserved value. Under very 
difficult circumstances, amidst a crisis of confidence in the financial system, we pursued the 
best practical course that we had available. 

40. Why did the U.S. government limit its role to facilitate a sector solution rather than 
destroying the entire company by nationalizing it? 

The goal of the government intervention was to prevent the company’s collapse and maintain 
the continuous operations of its insurance businesses. AIG was the largest provider of 
conventional insurance in the world. The rescue plan succeeded in keeping them operational 
and averting the catastrophic consequences that would have resulted from AIG’s default and 
failure. There was no capacity for a consortium of private firms to find the resources 
necessary to solve the crisis without government assistance because of both the scale of 
AIG’s losses and financial needs, and because of the force of the storm enveloping the rest of 
the financial system. 

We did not nationalize the company. Wc provided necessary assistance during the crisis in 
order to keep its basic insurance business in operation, and we succeeded. Today, AIG’s 
insurance operations are generating positive returns. In addition, AIG recently reached 
agreements to sell two of its largest foreign life insurance subsidiaries (AIA and Alico). AIG 
plans to use the proceeds from those sales and profits from its restructured operations to 
repay some of the support that the government has provided. 

41. Mr. Geithner, according your phone log. Congressman Rahm Emanuel 3:30 pm Sept. 
16. What events were transpiring related to crisis at that point? What had happened 
previously? What was the nature of that call? 

During the time that I served as President of the Federal Reserve Bank of New York, I 
communicated with many different members of Congress to keep them apprised of events 
and developments in the financial markets. As you can see from my telephone logs, I 
participated in hundreds of phone calls during the financial crisis. At the time, Congressman 
Emanuel was serving as Democratic Caucus Chairman, an important leadership role in the 
Congress, and we conferred about the financial crisis on a number of different occasions. To 
the best of my recollection, the conversations with then-Representative Emanuel you 
reference were to discuss developments during the crisis and the steps the government was 
taking to address those developments. 
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42. You next spoke to Congressman Emanuel at 10:05 on Sept. 22 sandwiched in between 
Mr. Mack at 7:27, Mr. Blankfein at 7:56, Chairman Bernanke at 8:00, Secretary 
Paulson at 8:19, Mr. Pandit at 8:25, Mr. Dimon at 8:32, Secretary Paulson at 9:39, 
Hector Sants at 9:47, Rahm Emanuel at 10:05, Bob Rubin at 10:10, Alan Greenspan 
at 11:09, and Rubin again at 12.57. That seems like an important day. Why Emanuel 
and not Pciosi? 

Please see the answer to Question 41 above. 

43. Next is Sept. 24, sandwiched in between Mr. Rubin at 8:12, Mr. Summers at 8:35, 
Congressman Emanuel at 10:26, Mr. Altman at 10:56, Secretary Paulson atl2:22, and 
again Mr. Rubin at 12:47. What was the nature of these calls and why Congressman 
Emanuel and not other Members in Congressional Leadership positions? 

Please see the answer to Question 41 above. 

44. Why did you not get involved in the negotiations to seek concessions from the 
counterparties? 

FRBNY staff and the experts that the Federal Reserve retained are talented and experienced 
negotiators. However, they faced many serious constraints in dealing with the 
counterparties. These are discussed in the answers to Questions 23 and 37 above. 
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Rep. Darrell tssa 

1. Were you aware that the FRBNY, starting on September 19, 2008, required AIG to 
submit all “SEC filings, press releases, and other significant communications” to its 
counsel, Davis Polk & Wardwell (“Davis Polk”), for edits and approval?® If you were 
aware of this policy, did you approve it? If you were unaware of this policy at the time, 
do you now believe that it was appropriate? If you had known that your staff would 
insist on restricting AIG’s disclosures, would you have made sure that AIG was given 
more autonomy? 

1 was not involved in any decisions regarding AIG’s securities filings. But I know that the 
Federal Reseiv'e Bank of New York staff who were involved are people of enormous 
integrity and experience. 1 trust that they acted appropriately under the circumstances. 

For answers to these questions, I would refer you generally to the testimony before the 
Committee by Thomas Baxter, General Counsel of the Federal Reserve Bank of New York,® 
as well as the Statement Regarding Public Disclosures of AIG Concerning Maiden Lane III 
LLC, dated January 19, 2010.’ 

2. If an SEC filing by AIG on or after September 19, 2008, had violated the securities 
laws, should AIG have been able to avoid liability by demonstrating that all of its SEC 
filings were subject to review, editing, and approval by the FRBNY and its counsel? 
Would you have agreed or disagreed with your FRBNY General Counsel, Thomas 
Baxter, when he suggested that AIG could avoid liability for statements made at the 
direction of the FRBNY?* 

You are asking a hypothetical legal question, and 1 do not have the expertise to make a legal 
conclusion about it. I was not involved in any decisions about AIG’s securities filings. As 
discussed in the answer to Question 1, 1 would refer you to the testimony before the 
Committee by Mr. Baxter,"* as well as the Statement Regarding Public Disclosures of AIG 
Concerning Maiden Lane III LLC, dated January 19, 2010."' 


’ See FRBNY-TOWNS-R3-002263-64. 

Thoma.s C. Baxter Jr., Factors Affecting Efforts to Limit Payments to AIG Counterparties, Testimony before the 
Committee on Government Oversight and Reform, January 27, 2010, 

’ Federal Reserve Bank of New York. Statement Regarding Public Disclosures of AIG Concerning Maiden Lane lit 
LLC, January 1 9, 20 i 0, available at http;//www.newyorkfed.org.tmarkets/st 1 00 U 9.html. 

^ See FRBNY -TOWNS. R 1-039070 (“if someone sues AIG. they can say the Fed told us to do it"). 

’’ fhomas C. Baxter Jr., Factors Affecting Efforts to Limit Payments to AIG Counterparties, Testimony before the 
Committee on Government Oversight and Refonn. January 27, 2010. 

Federal Reserve Bank of New York, Statement Regarding Public Disclosures of AIG Concerning .Maiden Lane UI 
LLC, January 19, 2010, available at hltp://www.newyorkfed.org/markets/tstl00l i9.htmL 
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3. Were you aware that the FRBNY, as of November 1 1, 2008, did not want to disclose 
that AlG’s CDS counterparties were going to receive the par value of the underlying 
assets in the Maiden Lane III transactions? " Did you order your staff not to disclose 
this fact? If you were unaware that the FRBNY did not want to disclose this fact, do 
you now believe this non-disclosure was appropriate? 

I had no role in making decisions regarding what to disclose about the specific financial 
terms of Maiden Lane III or the payments to AIG’s counterparties. But I believe that the 
people involved are people of enormous integrity and experience. 

4. Were you aware that the FRBNY specifically ordered AIG not to disclose, in its SEC 
filings, that its counterparties received par value? Did you approve this order? Were 
you aware that Davis Polk did, in fact, delete a sentence containing such a statement 
from one of AIG’s SEC filings?'^ Do you now believe that it was appropriate for the 
FRBNY to order AIG not to disclose in its SEC filings that its counterparties received 
par value? If a member of the FRBNY legal staff had requested your approval to direct 
AIG to remove such statements from its SEC filings or from other communications, 
would you have approved? 

I do not know whether the question correctly describes the events that occurred. But I had no 
role in making decisions regarding what to disclose about the specific financial terms of 
Maiden Lane III, the payments to AIG’s counterparties, or AlG's securities filings. As cited 
above in the answers to Questions 1 and 2, information about these topics is generally 
available in the testimony before the Committee by Thomas Baxter, General Counsel of the 
Federal Reserve Bank of New York. 

5. When did you first become aware that members of Congress wanted to know the names 
of AIG’s counterparties? Was it appropriate for the FRBNY to resist the disclosure 
of the names of AIG’s counterparties to Congress? Was it appropriate for the 
FRBNY to resist the disclosure of the names of AIG’s counterparties to the public? 

I had no role in making decisions regarding what to disclose about the specific financial 
terms of Maiden Lane HI and payments to AIGs counterparties. But I believe that the people 
involved are people of enormous integrity and experience. As discussed in the answer to 


" Sec FRBNY-TOWNS-Rl-191773. 

See FRBNY-TOWNS-Rl-005137. 

AIGHOGRM2200 (deletion of the following sentence from AIG’s Form S-K, filed Dec. 24, 2008: “As a result of 
this transaction, the AIGFP counterparties received 100 percent of the par value of the Multi-Sector CDOs sold and 
the related CDS have been tenninated”). 

See FRBNY-TOWNS-Rt-1 39505 (Fed Congressional Liaison reports to FRBNY staff members on a Nov. 10, 
2008 phone call with staff of the Senate Finance Committee and relays questions about the identities of AIG's 
counteiparties). 

See, e.g., FRBNY-TOWNS-R3-008604 (“Congress has enough information to assess what we did right now. 

They just want the counterparty names for purposes of political illustration....”); FRBNY-TOWNS-R3'01 1119 
(FRBNY staff member speculates on the SEC’s treatment of a filing by AIG; “Finally, even if we succeed in 
redacting the stuff we want to redact. ..this redacted information will still sit in the SEC’s files, and the SEC may 
well get a request from Congress for that information. I don’t know if there’s a way to manage it so that Congress 
won’t ask for it, or if they do, won’t release it”). 
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Questions 1 and 2 above, additional information related to these questions is available in the 
testimony before the Committee by Thomas Baxter, General Counsel of the Federal Reserve 
Bank of New York. 

6. Do you agree with FRBNY staffs request to the SEC that AIG’s list of the assets 
Maiden Lane III had acquired, with counterparty names, transaction amounts, and 
securities identifiers, be treated in the same manner as “national security related 
files’’?'^ If so, why was the information contained in the document so sensitive? 

1 had no role in making decisions regarding what to disclose about the specific financial 
terms of Maiden Lane III or the payments to AIGs counterparties. However, I believe that 
the people involved are people of enormous integrity and experience. 

I would point out that in 2008, circumstances for AIG were very different than they arc 
today. The financial markets were much more fragile, and AIG was on the brink of potential 
collapse. As cited above in the answer to Questions 1 and 2, the testimony before the 
Committee by Thomas Baxter, General Counsel of the Federal Reserv-e Bank of New York, 
on January 27, 2010 provides additional infonnation about these topics, Mr. Baxter stated: 
“[T]he New York Fed lawyers had two goals: (1) to help AIG make this filing accurate and 
consistent with the first; and (2) to protect, where appropriate, the substantial taxpayer funds 
at stake in Maiden Lane III” (Testimony, p. 15). 

7. Was it appropriate for the FRBNY to contact the SEC directly to argue that a portion 
of AIG’s filings should be kept confidential and should not even be submitted to the 
SEC as part of its confidentiality determination? Or should the FRBNY have allowed 
AIG to conduct all communication with the SEC regarding its filings on its own? 

I do not know whether the question as stated correctly describes the events that occurred. 
However, I had no role in making decisions regarding what to disclose about the specific 
financial terms of Maiden Lane 111 or the payments to AIGs counterparties. I believe that the 
people involved are people of enormous integrity and experience, and I trust that they acted 
appropriately under the circumstances. 

8. On March 16, 2009, AIG released selected information from Schedule A to the Shortfall 
Agreement between AIG and Maiden Lane III, including the names of its 
counterparties and aggregate pricing information for the purchases of underlying assets 
from the counterparties. Federal Reserve officials had warned that these disclosures 
would “undermine AIG’s stability, the privacy and business interests of the 
counterparties, and the stability of the markets.”'^ Do you agree that these warnings 
were wrong and that AIG’s stability, the counterparties’ interests, and the markets’ 
stability were unaffected? Or do you believe that adverse consequences followed from 
AIG’s March 16, 2009 disclosures? 


See FRBNY-TOWNS-R3-004! 19. 

Office of the Special Inspector General for the Troubled Asset Relief Program, Factors Affecting Efforts to Limit 
Payments to AIG Coimferparties, Nov. 17. 2009, at 31. 
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I had no role in making decisions regarding what to disclose about the specific financial 
terms of Maiden Lane 111 or the payments to AIGs counterparties. However, I believe that 
the people involved arc people of enormous integrity and experience, and 1 trust that they 
acted appropriately under the circumstances. 

As discussed in the answer to Question 6 above, I would note that circumstances in March 
2009 were veiy different than what they were during 2008. By March 2009, government 
assistance had succeeded in stabilizing AIG, and Maiden Lane III had completed the 
purchase of the securities from the counterparties. In addition, AIG had decided to wind 
down the AIG Financial Products derivatives business. 

9. On January 27, 2010, the Committee on Oversight and Government Reform released 
the remaining information from Schedule A, including identifying information for each 
underlying asset that Maiden Lane III purchased from AIG’s counterparties and the 
notional value, collateral posted, and negative mark-to-market associated with each 
individual transaction. What adverse consequences, if any, do you believe have 
resulted, or will result, from this disclosure? 

We will never know the precise consequences of the decision, but it may make it harder for 
Maiden Lane HI to sell those assets for their highest value. Ultimately, this would be to the 
detriment of U.S. taxpayers, who would otherwise have received those proceeds. 

When infomiation identifying individual securities in a portfolio and the individual prices 
paid for them is made available to traders in such securities, those traders are generally able 
to use that information to their advantage, at the expense of the owner of the securities. 
Private agents do not usually reveal such information for that reason. 

10. On October 15, 2008, Sarah Dahlgren, an FRBNY Vice President, wrote you an e-mail 
message, reporting that “Board staff again reiterated that they didn’t think that the 
Governors (unnamed) would go for ML2 or ML 3. ..they continue to push back hard on 
ML 3.”18 What was the conflict between your staff at the FRBNY and the Federal 
Reserve Board staff in Washington regarding the planned establishment and 
transactions of Maiden Lane III? Why did the Federal Reserve Board eventually agree 
to go ahead with Maiden Lane III? 

The creation of Maiden Lane II and III to purchase troubled assets that AIG had either 
acquired or insured was an important part of the assistance that the government provided to 
AIG to prevent it from failing. The Board of Governors of the Federal Reserve and the 
Federal Reserve Board of New York worked closely together in establishing these vehicles. 
We discussed different options before settling on the exact approach, 

1 1. On November 17, 2008, AIG submitted a draft SEC filing to the New York Fed and 
Davis Polk for review, edits, and approval. The filing reported that a new 
compensation package had been signed by AIG’s CFO, David Herzog. Within 40 
minutes, Marshall Huebner, the lead partner for Davis Polk’s FRBNY business, sent an 


FRBNY-TOWNS-Rl-205129. 
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e-mail titled “READ ME” to Thomas Baxter, the FRBNY General Counsel. Hucbner 
wrote, “Very bad timing to have this 8k come out just before the Secretary and the 
Chairman go before Waxman...ls there any chance — and maybe it is just too late — to 
get the Herzog comp package unagreed to?”” AIG never filed the SEC filing, and 
evidently canceled Herzog’s compensation package. Were you consulted or informed 
about the FRBNY’s actions in pressuring AIG to cancel the compensation package and 
not file the SEC filing? Did you approve these actions? If you were not consulted or 
informed, do you believe the FRBNY’s actions in this matter were appropriate? Do you 
think avoiding embarrassment to the Fed and Treasury was a valid reason to cancel a 
required SEC filing? 

Avoiding embarrassment is certainly not an appropriate reason for the government to take 
action. However, I do not know whether the question correctly describes the events that 
occurred. I lack the expertise to make a legal judgment about it, and I played no role in the 
decision referenced in your question. The e-mail cited in the question was sent to Thomas 
Baxter. I would refer you to his testimony before the Committee, as well as the Statement 
by the Federal Reserve Bank of New York Regarding Public Disclosures of AIG Concerning 
Maiden Lane III LLC^' 

12. Do you believe that it is ever appropriate for the Fed, or Treasury, to force a public 
corporation that has received extraordinary federal financial assistance to make 
changes to its compensation arrangements, or take other actions, in order to avoid 
making disclosures under the securities laws? When are such actions appropriate? 

Compensation arrangements at firms that received financial assistance from the government 
during the financial crisis have been the subject of much debate and controversy. The broad 
questions defy a simple, generalized response. However, 1 believe that transparency about 
the decisions that are actually made is very important. 

In the case of AIG’s actions in 2008, the Federal Reserve Bank of New York addressed the 
issues in its Statement Regarding Public Disclosures of AIG Concerning Maiden Lane III in 
January. In particular, the FRBNY stated: “AIG at all times remained responsible for 
complying with its disclosure obligations under the securities laws and, during the period at 
issue, AIG devoted substantial resources to fulfilling its disclosure obligations, including 
obtaining expert legal advice from the experienced outside law firms of Sullivan & Cromwell 
LLP and Weil Gotshal & Manges LLP. The role of the FRBNY and its counsel in 
communicating with AIG regarding the securities disclosures associated with the transaction 
did not supplant the decision making of AIG and its counsel with respect to AIG’s legally 
required disclosures. Rather, the role of the FRBNY and its counsel was (1) to work with 
AIG to further the goals of accuracy and consistency of AIG’s filings with respect to the 
transactions, and (2) to protect, where appropriate, the substantial taxpayer funds at stake in 


” FRBNV'-TOWNS-R3-002270 

Thomas C. Baxter .Tr., Factors Affecting Efforts to Limit Payments to AIG Counterparties, Testimony before the 
Committee on Government Oversight and Reform, January 27, 2010. 

Federal Resers-^e Bank of New York, Statement Regarding Public Disclosures of AIG Concerning Maiden Lane III 
LLC, January 19, 2010, available at http://www.newyorkfed.org/maricets/sti001 19.htm!. 
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Maiden Lane til. In the end, after receiving the FRBNY’s suggestions, AIG, aided by its 
internal and outside attorneys, made the disclosures that it deemed to be legally required and 
otherwise appropriate.’ 


, 22 ] 


13. AIG and the New York Fed created Maiden Lane III on November 25, 2008. Sarah 
Dahlgren, a Senior Vice President at the New York Fed in charge of the New York 
Fed’s dealings with AIG, told Davis Polk that she did not want AIG to report the 
transactions to the SEC that day, saying in an email that “I really don’t want the ML 
III to go out today... is the company still aiming to try to issue this today?...” Ethan 
James, a Davis Polk partner, responded to her email saying “we gotcha covered. You 
only need hear Kathy’s pathetic voicemail to understand how well trained she is-at least 
for now!”^^ Is it appropriate for a federal government agency to browbeat and control 
a financial disclosure officer of a public company to the point where she is “well 
trained?” Is it appropriate for the federal government to dictate the timing of a public 
company’s securities filings solely for its own convenience? 

1 played no role in the decisions referenced in your question. However, the Federal Reserve 
Bank of New York addresses this question in its Statement Regarding Public Disclosures of 
AIG Concerning Maiden Lane III, cited above in the response to Question 12. In particular, 
the Statement notes: “a lawyer for the FRBNY asked a lawyer at AIG if it would be feasible 
to hold off on the filing of the 8-K and the related press release until the following week in 
order to allow the FRBNY sufficient time to review the proposed filings and to make a 
contemporaneous FRBNY infonnational release. The FRBNY and AIG agreed that the rules 
of the Securities and Exchange Commission (“SEC”) provided the company until Tuesday of 
the following week (December 2, 2008) to file the 8-K. The filing was timely made on 
December 2.” 


14. One failure of the financial regulatory system that led to the current recession was the 
inability of the various regulatory entities to effectively share information. In addition, 
there seems to have been a lack of predictive analysis to identify weaknesses before they 
became failures. How are the Treasury Department and other regulatory agencies, such 
as OCC and FDIC, working proactively to improve coordination with each other - or 
even between the divisions of the individual agencies themselves — and what 
improvements in predictive analysis have been made so that there is an ability to 
provide the holistic view necessary to prevent future economic crises? 

The Department of Treasury chairs the President’s Working Group on Financial Markets 
(PWG) and has been actively working through that body and through informal relationships 
with regulators to improve coordination on critical issues for financial markets. 

Recently, the interagency collaborations have resulted in joint statements and aligned efforts 
on both commercial real estate and small business lending - reflecting the critical importance 
of consistent efforts in those areas for our financial system and economy. 


■■ Federal Reserve Bank of New York, Statement Regarding Public Disclosures of AIG Concerning Maiden Lane. Ill 
LLC, January 19, 2010. available at http:/.''\v\vw.newyorkfed.org/markets/stl001 lO.htmi, 
FRBNY-TOWS-R1-030952, 
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In addition, the Administration has proposed to create a Financial Services Oversight Council 
(FSOC) with explicit information gathering authority and a duty to report to Congress each 
year on emerging threats to the financial system. I commend the Members of this Committee 
for advancing financial reform to this point, and I look forw'ard to continuing to work with 
you to enact a strong set of comprehensive reforms. 
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Rep. Dan Burton 

1 . During your tenure as President of the Federal Reserve Bank of Nevr York, to what 
degree were you involved in the negotiations with AIG’s counterparties to determine 
the price that would be paid for the underlying assets? 

I was not personally involved in the negotiations with the counterparties, which were 
conducted by my colleagues at the Bank. However, they kept me apprised of the progress of 
the negotiations during early November. 1 described the circumstances of the negotiations in 
detail in my testimony before the Committee in January, 

2. After the Federal Reserve Board authorized the Federal Reserve Bank of New York to 
lend up to S85 billion to AIG to enable AIG to avoid bankruptcy, how much of your 
time was consumed by AIG-rclated matters? 

AIG occupied a significant amount of my time, but we were also working simultaneously to 
respond to many other aspects of the financial crisis during that period. We were facing 
escalating challenges on many fronts. For example, Lehman Brothers filed for bankruptcy 
just a few days after AIG alerted Federal authorities that its problems had become acute. In 
the wake of Lehman’s failure, major institutions such as Washington Mutual and Wachovia 
experienced debilitating deposit withdrawals. Money market funds also suffered a broad run, 
threatening what was considered one of the safest investments for Americans and severely 
disrupting the commercial paper market, a vital source of funding for many businesses. 

3. You have stated that you were not a party to the discussions regarding AIG’s filings 
with the Securities and Exchange Commission as those discussions occurred after your 
nomination to be U.S. Treasury Secretary and you had recused yourself from all 
Federal Reserve business. You were officially announced as the President-Elect’s 
nominee on November 25, 2008. One of the e-mails subpoenaed by the Committee, 
dated November 11, 2008, quotes a Federal Reserve Bank official: “As a matter of 
course, we do not want to disclose that the concession is at par unless absolutely 
necessary.”^’’ 

a. Since this e-mail was sent a full 14 days before your nomination as Treasury 
Secretary is it still your contention that you were completely unaware of any 
discussion between the Federal Reserve Bank of New York and AIG to hide the 
details of the AIG counterparties’ deal from the American public? 

I had no role in making decisions about AIG’s securities filings, before or after my 
nomination. Also, it is important to clarify the precise scope of my recusal after 
President-elect Barack Obama announced that he intended to nominate me to be 
Secretary of the Treasury, 1 did not recuse myself from all Federal Reserve business. 


See FRBNY-TOW'NS-RI-19n73. 
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Specifically, starting on November 24, 2008, 1 withdrew from involvement in 
monetary policy decisions, policies involving individual institutions, as well as day- 
to-day management activities. 

b. Can you produce a copy of your notice of recusal for the record? 

There is not a physical document to this effect. After confeiring with the Chainnan 
of the Federal Reserve and the General Counsel of the Federal Reserve Bank of New 
York, among others, I notified my colleagues and staff about my decision to 
withdraw from day-to-day management activities and decisions involving individual 
institutions. They understood that I would not be working on any bank supervision 
matters or related issues. 

e. As a key figure in the scenario, and as the potential future Treasury Secretary, 
even if you were not a party to the discussion, why didn’t you insist that you be 
fully informed on all matters related to AIG’s bailout? 

At this point in the crisis, a near-complete collapse of our financial system was a 
realistic possibility. Lehman Brothers filed for bankruptcy just a few days after AIG 
alerted Federal authorities that its problems had become acute. 

In the wake of Lehman’s failure, major institutions such as Washington Mutual and 
Wachovia experienced debilitating deposit withdrawals, eventually collapsed, and 
were acquired by competitors. Money market funds also suffered a broad run, 
threatening what was considered one of the safest investments for Americans and 
severely disrupting the commercial paper market, a vital source of funding for many 
businesses. 1 was working hard to address all aspects of the crisis. Given the scope 
of events, prior to my nomination, I stayed involved in key policy decisions about 
AIG, but I was not involved with every issue that arose related to it. The leadership 
team and staff at the Federal Reserve Bank of New York all worked together to 
address the crisis. 

d. If you were excluded from the day-to-day operations of the Federal Reserve 
Bank of New York during the time period, who was making decisions to conceal 
information from the taxpayers about how their money was being mis-spent, and 
when will they be held accountable? 

1 do not agree with the characterizations in the question. We acted because the 
consequences of AIG failing at that time, in those circumstances, would have been 
catastrophic for our economy and for American families and businesses. In designing 
and implementing the transactions, Ihe main objective was to get the best deal for the 
U.S. taxpayer. The people who worked with me are dedicated and talented public 
servants. 1 believe that they acted with the highest integrity during a time of 
tremendous stress and uncertainty. 
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4. Since the beginning of 2009, the Obama Administration has exercised an 

unprecedented amount of control over the American automotive industry. Some 
believe this control has resulted in the picking of winners and losers among those 
retirees who have been impacted by auto bankruptcies. A review of the Master 
Disposition Agreement General Motors filed with the bankruptcy court Southern 
District of New York clearly indicates that “any GM contributions under a PBGC 
Agreement will be subject to li.S. Treasury consent.” 

a. What role did the T reasury Department play in the decision to terminate the 
pension plan of the Delphi Salaried workers? 

The decision to terminate Delphi’s pension plans was initiated by the PBGC and 
agreed to by Delphi as part of a settlement agreement. Treasury did not make this 
decision. 

The tennination of the Delphi Retirement Program for Salaried Employees and its 
placement under the PBGC’s trusteeship are currently the subject of litigation in 
Black et al. v. PBGC et al . in Michigan. 1 cannot comment on the specifies of any 
pending litigation. For your information, 1 have enclosed a copy of the brief filed by 
Treasury and other defendants on February 16, 2010 in Black. 

In addition, I would note that the PBGC Board, via the Board Representatives, is 
regularly advised of probable terminations for accounting purposes, and PBGC’s 
actions affecting companies. The Board has been advised regularly about matters 
involving Delphi, the impact on PBGC, plan participants and benefit cutbacks. I 
note, however, that the PBGC Board docs not make individual case decisions; rather 
it is advised of significant matters and consulted about them, but case decisions lie 
solely with the PBGC Director. 

With regards to the government’s broader efforts to assist the auto industry, I would 
note that on December 19, 2008 President Bush announced that, in the absence of 
altemative aid measures from the Congress, he would use authority provided by the 
Congress under the Emergency Economic Stability Act (EESA) to make available 
capital to assist the domestic auto industry in becoming financially viable, to facilitate 
the restructuring of the domestic auto industry, and to prevent disorderly bankruptcies 
during a time of economic difficulty.^'^ The initial loans to GM and Chrysler closed 
on December 31, 2008 and January 2, 2009, respectively. 

b. Did the Treasury Department participate in discussions with the Pension Benefit 
Guaranty Corporation about the termination of Delphi Salaried workers’ 
pension plan? 

Please refer to response to 4a. As discussed, 1 cannot comment specifically on these 
topics as they are the subject of pending litigation. 


* White House Office of Ihe Press Secretary, Fact Sheet: Financing Assistance to Facilitate the Restructuring of 
Auto Manufacturers to Attain Financial Viability (Dec. 19, 2008) (online at 
georgewbushwhitchouse. archives. gov/news.4eie3ses/2008/12/2008 1 2 l9-6.htm]). 
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c. If so, what was the position of the Treasury Department in those discussions and 
the reasoning behind any decision to force only the Delphi Salaried workers to 
undergo substantial cuts in their pensions? 

Please refer to response to 4a. As discussed, I cannot comment specifically on these 
topics as they are the subject of pending litigation. 

d. Is the T reasury Department willing to publicly release all records and 
communications between the U.S. Department of Treasury and the President’s 
Automotive Task Force, the United Auto Workers, the Pension Benefit 
Guaranty Corporation, General Motors, Delphi Corporation and Holding, and 
any Member of Congress or other public official, referring or relating to 
retirement or pension benefits for General Motors or Delphi Corporation 
employees, between November 1, 2008, and November I, 2009? 

Please refer to response to 4a. As discussed, I cannot comment specifically on these 
topics as they are the subject of pending litigation. 

5. The United Auto Workers, which represents Delphi Hourly Retirees, has stated that 
Delphi Salaried Retirees should be treated with fairness and equity. In other words, the 
UAW supports providing the same “top-ups” to the salaried workers that were 
provided to the other Delphi workers. Docs the Administration agree? 

As you may know, the question of pension “top-ups” for certain Delphi retirees is currently 
the subject of litigation in Black et al v. PBGC cl al. in Michigan. I cannot comment on the 
specifics of any pending litigation. For your infonnation, enclosed is a copy of the brief filed 
by Treasury and other defendants on February 16, 2010, in Black. 

a. If so, what steps is the Administration taking or planning to take as the majority 
owner of General Motors to implement “top-ups” for the salaried workers? 

Please refer to response to 4a. As discussed, I cannot comment specifically on these 
topics as they are the subject of pending litigation. 

b. If not, what is the Administration’s justification for continuing to treat these two 
groups differently? 

Please refer to response to 4a. As discussed, 1 cannot comment specifically on these 
topics as they are the subject of pending litigation. 

6. During the hearing I briefly touched upon the question of Representative Ron Paul’s 
“Federal Reserve Transparency Act of 2009” (H.R. 1207), which requires a General 
Accountability Office audit of the Board of Governors of the Federal Reserve System 
and the Federal Reserve banks before the end of 2010. The bill is current co-sponsored 
by 317 Members of the House of Representatives, significantly more than 2/3rds of the 
total membership of the House. Docs the Administration support this legislation to 
bring more transparency to the operations of the Federal Reserve? 
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a. If so, is the Administration prepared to work with House and Senate Leadership 
to sehedule a vote on this legislation before the congressional recess in April? 

Please refer to response to 6b. 

b. If not, why? 

The Federal Reserve is subject to audits by the GAO across a wide range of its 
responsibilities. All of its supervisory and regulatory functions are subject to audit by 
the GAO to the same extent as the supervisory and regulatory functions of the other 
federal banking agencies. In addition, the GAO has conducted audits of the Federal 
Reserve in a wide range of other areas, including its oversight and operation of 
payment systems; its implementation and enforcement of consumer protection laws; 
its policies on the acquisition of U.S. banking organizations by sovereign wealth 
funds; its efforts to address cyber security; and the need for financial regulatory 
reform. 

The Congress purposefully— and for good reason— chose to exclude from GAO review 
only two highly sensitive areas; one is monetary policy deliberations, decisions, and 
actions, including open market and discount window operations; and the other is 
Federal Reserve transactions for or with foreign central banks, foreign governments, 
and public international financing organizations. 

Considerable experience shows that monetary policy independence-within a 
framework of legislatively established objectives and public aecountability-tends to 
yield a monetary policy that best promotes price stability and economic growth. 
Monetary policy independence prevents governments from succumbing to the 
temptation to use the central bank to fund budget deficits. 

It also enables policymakers to look beyond the short term as they weigh the effects 
of their monetary policy actions on price stability and employment. And it reinforces 
public confidence that monetary policy will be guided solely by the objectives laid 
out in the Federal Reserve Act. Thus, the Congress has sought to maintain an 
independent monetary policy not because it benefits the Federal Reserve, but because 
of the important public benefits it provides. 

7. I have spoken to a number of financial managers about the President’s financial reform 
proposal, and they understandably expressed some serious concerns. So far as 1 am 
aware, hedge funds, private equity and proprietary trading were not root causes of the 
current economic crisis. Can you clarify how the President's proposal would do 
anything other than limit the competitiveness of American financial companies, 
particularly in light of the fact that most governments, particularly European 
governments, have signaled that they are unwilling to pursue similar regulatory 
reforms? 

We do not believe that those proposals will adversely impact the competitiveness of U.S. 
firms. .Major financial finns in other economies already operate with fewer restrictions on 
their activities than do U.S. banking firms. Yet, the more limited activities of U.S. banking 
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fimis have not materially impaired the capacity of U.S. fimis to compete in global financial 
markets against foreign universal banks, nor have these variations stopped the United States 
from being the leading financial market in the world. 

8. A key lesson that should be learned from the current economic crisis is that companies 
should be overseen based on the activity they engage in rather than allowing them to 
choose who they want to be regulated by. Yet, the Administration’s proposal seems to 
create a system that picks and chooses financial companies that will be allowed to drop 
their status as bank holding companies in order to avoid regulations that would be 
imposed on other parts of the industry. This seems like a glaring loophole and a 
fundamental flaw in the President's proposal that would encourage regulatory 
arbitrage. Do you agree that this loophole exists? If so, are you concerned about its 
effects and have you thought of ways to fix it? 

1 do not agree that a loophole exists. The purpose of the Administration’s proposal is to 
separate the subsidy of federally insured deposits from risky activities that are unrelated to a 
customer. But it does not let major firms escape tough supervision and oversight. Under our 
regulatory refonn proposals, ail major financial firms, regardless of whether they own a 
depository institution, must be subject to robust consolidated superv'ision and regulation 
(including strong capital and liquidity requirements) by the federal government. 

Moreover, our proposal would apply to any firm that controls an insured depository - not just 
depository institutions that are banks and not just to bank holding companies. This is 
consistent with the Administration’s proposal in the broader reform package to shut down the 
loopholes in the Bank Holding Company Act. 

Finally, the legislative proposal we delivered to Congress would specifically require the 
Federal Reserve to impose additional capital requirements and quantitative limits on the 
proprietary trading and hedge fund and private equity activities of non-bank financial firms 
that could pose a threat to financial stability. 

9. I understand that you have concerns about the President’s proposal. Can you elaborate 
on those concerns? 

I fully support the President’s proposal. 
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Rep. Mark Souder 

1. In its negotiations with AIG’s counterparties, why did the FRBNY elect not to factor in 
the substantial differences in the financial position of the respective counterparties, 
including their exposure to AIG securities, benefits they may have received from other 
government programs such as TARP, and the fact that some of the institutions were 
foreign owned? If you were not directly Involved with this decision, do you agree with 
this policy choice? Did the decision to treat all counterparties the same essentially 
eliminate any possibility to negotiate concessions? 

Due to the nature of the contracts that AIG had entered into when selling insurance on the 
troubled securities, the contractual rights of the counterparties were very well protected. The 
counterparties had purchased insurance from AIG that entitled them, as a matter of law, to 
the full or par value of the contracts. 

The financial health of individual counterparties was not a consideration in the rescue of 
AIG. All of the counterparties were treated the same. If the government had tried to force 
individual counterparties to take a concession on the value of their contracts based on their 
financial strength, it would have been forcing private firms to forfeit contractual rights for the 
benefit of another financial institution. That would have violated private parties’ contractual 
rights and undemiined confidence in the government’s overall efforts to stabilize the U.S. 
financial system. 
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Rep. Michael R. Turner 

1. The administrative record produced by the Pension Benefit Guaranty Corporation 
("PBGC") indicates that PBGC staff discussed the Delphi pension plans with officials 
from the Treasury Department and the Auto Task Force before the plan was finalized 
to cut the pension plans. At what date did the Treasury Department know about the 
cuts to the Delphi pension plans? 

The termination of the Delphi Retirement Program for Salaried Employees and its placement 
under the PBGC’s trusteeship are currently the subject of litigation in Black et al. v. PBGC et 
aj. in Michigan. I cannot comment on the specifics of any pending litigation. For your 
information, I have enclosed a copy of the brief filed by Treasury and other defendants on 
February 16, 2010 in Black. 

In addition, 1 would note that the PBGC Board, via the Board Representatives, is regularly 
advised of probable terminations for accounting purposes, and PBGC’s actions affecting 
companies. The Board has been advised regularly about matters involving Delphi, the 
impact on PBGC, plan participants and benefit cutbacks. 1 note, however, that the PBGC 
Board does not make individual case decisions; rather it is advised of significant matters and 
consulted about them, but case decisions lie solely with the PBGC Director. 

With regards to the government’s broader efforts to assist the auto industry, I would note that 
on December 19, 2008 President Bush announced that, in the absence of alternative aid 
measures from the Congress, he would use authority provided by the Congress under the 
Emergency Economic Stability Act (EESA) to make available capital to assist the domestic 
auto industry in becoming financially viable, to facilitate the restructuring of the domestic 
auto industry, and to prevent disorderly bankruptcies during a time of economic difficulty.^'* 
The initial loans to GM and Chrysler closed on December 3 1 , 2008 and January 2, 2009, 
respectively. 

2. In what manner was the Treasury informed about the cuts to the Delphi Salaried 
Retiree pension plans? 

Please refer to our response to Question No. I. As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

3. Does the Treasury Department acknowledge that they knew about the Delphi Salaried 
Retiree pension cuts prior to final administrative action from PBGC to implement any 
cuts to those pensions? 

Please refer to our response to Question No. 1 . As discussed, 1 cannot comment specifically 
on these topics as they are the subject of pending litigation. 


* ' * White House Office of the Press Secret, ary, Fact Sheet: Financing A.^sistance to Facilitate the Restructuring of 
Auto Manufacturers to Attain Financial Viability (Dec. 19, 2008) (online at 
georgewbushwhitehouse. archives. gov/news/releases/2008/1 2/2 0081 2 !9*6.htmi). 
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4. With what frequency did these discussions occur, and at what level? 

Please refer to our response to Question No. 1. As discussed, ! cannot comment specifically 
on these topics as they are the subject of pending litigation, 

5. Did the Treasury Department initiate the discussions with the PBGC regarding the 
Delphi Salaried Pension plans? 

Please refer to our response to Question No. 1. As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

6. Is the Treasury Department consulted in PBGC pension fund plan settlement 
negotiations? 

Please refer to our response to Question No. 1. As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

7. Did the Treasury Department authorize, approve, or consent to the PBGC terminating 
the Delphi Salaried workers pension plans? 

Please refer to our response to Question No. 1 . As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

8. Does the Treasury Department deny it had the authority to disapprove of the cuts to the 
Delphi Salaried Retiree pension plans? 

Please refer to our response to Question No. 1. As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

9. What authority does the Department of the Treasury have to prevent the cuts to the 
Delphi Salaried Retiree pension plans? 

Please refer to our response to Question No. I . As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

10. In the discourse between the Treasury, the PBGC and any other parties, what role did 
the Treasury Department play in the decision to terminate the pension plan of the 
Delphi Salaried workers? 

Please refer to our response to Question No. I . As discussed, 1 cannot comment specifically 
on these topics as they are the subject of pending litigation. 

11. What was the position of the Treasury Department in any of those discussions and the 
reasoning behind any decision to force only the Delphi Salaried workers to undergo 
substantial cuts in their pensions? 
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Please refer to our response to Question No. 1 . As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

12. Recently, it was decided that certain hourly retirees and other union workers whose 
pensions were cut by the PBGC would have those pensions "topped-up" by the new 
OM. What role did the Treasury Department have in that decision? 

Please refer to our response to Question No. 1. As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

13. How much is the "topping-up" costing New GM? 

Please refer to our response to Question No. 1. As discussed, 1 cannot comment specifically 
on these topics as they are the subject of pending litigation. 

14. The Secretary of the Treasury sits as one of three board members of the PBGC. Did the 
Secretary of the Treasury take any action to prevent the cuts to the Delphi Salaried 
Retiree pension plans? 

Please refer to our response to Question No. 1. As discussed, 1 cannot comment specifically 
on these topics as they are the subject of pending litigation. 

15. The Secretary of the Treasury sits as one of three board members of the PBGC. Did the 
Secretary affirmatively consent and/or approve of cuts to the Delphi Salaried Retiree 
pension plans? 

Please refer to our response to Question No. 1 . As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

16. The Secretary of the Treasury sits as one of three board members of the PBGC. Why 
did the Secretary not exercise any authority to prevent the cuts to the Delphi Salaried 
Retiree pension plans? 

Please refer to our response to Question No. 1 . As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

17. Did the PBGC vote on the cuts to these plans, and what was the Treasury Secretary's 
vote? 

Please refer to our response to Question No, 1 . As discussed. I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

18. The Secretary of the Treasury sits as one of three PBGC board members. What does 
the Secretary see as his responsibilities to the PBGC as a board member? 
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Please refer to our response to Question No. 1. As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

19. Please describe the actual conflicts and potential conflicts between the Secretary's 
duties as a PBGC board member and the Treasury Department's duties as the majority 
owner of New GM? 

Please refer to our response to Question No. 1. As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

20. How does the Secretary prevent conflicts between those two roles? 

Please refer to our response to Question No. 1. As discussed, ! cannot comment specifically 
on these topics as they are the subject of pending litigation. 

21. After the Treasury Department's increased involvement in General Motor's operations. 
General Motors seemed to reverse its position with respect to assuming the obligations 
of Delphi's pension plan for salaried workers. Please describe the role of the Treasury 
Department in that decision? 

Please refer to our response to Question No. 1 . As discussed, 1 cannot comment specifically 
on these topics as they are the subject of pending litigation, 

22. Please provide and describe any communications between the Treasury Department 
and General Motors w ith respect to General Motors' position of assuming the 
obligations of Delphi's pension plan for salaried workers. 

Please refer to our response to Question No. 1 . As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

23. By the time the PBGC initiated termination proceedings against Delphi's pension plans, 
the PBGC held approximately S200 million in liens against Delphi foreign assets, and 
estimated that there were approximately $2.4 billion in Delphi foreign assets that the 
PBGC could potentially assert liens against. The PBGC ultimately released these liens 
as part of settlement agreements with New GM and Delphi, in exchange for payments 
by New GM which did not include Delphi Salaried Retirees pension plans. What role 
did the Treasury Department play in approving and or crafting this settlement? 

Please refer to our response to Question No. 1 . As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

24. When did the Treasury Department become aware that the PBGC believed that there 
were $2.4 billion in foreign Delphi assets upon which the PBGC could assert liens? 

Please refer to our response to Question No. 1. As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 
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25. Had the PBGC refused to remove the liens, would the Treasury Department have been 
willing to permit New GM to assume sponsorship of the salaried pension plan? 

Please refer to our response to Question No. 1. As discussed, 1 cannot comment specifically 
on these topics as they are the subject of pending litigation. 

26. Did the Treasury Department (or the Auto Task Force) take part in negotiations with 
the PBGC in an attempt to have the PBGC release its liens against Delphi Assets? And 
in what manner? 

Please refer to our response to Question No. I . As discussed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

27. When the Treasury Department communicated with the PBGC regarding the 
negotiation of a settlement agreement and the release of the PBGC's liens, did the 
Treasury Department take any measures to ensure that the PBGC would not give 
undue weight to the negotiation position of GM and or the Treasury Department due to 
political considerations? 

Please refer to our response to Question No. 1 . As discus.sed, I cannot comment specifically 
on these topics as they are the subject of pending litigation. 

28. Salaried Delphi retirees have made requests under the Freedom of Information Act to 
the Treasury Department and the Auto Task Force, respectively, regarding their 
involvement in the termination of the salaried pension plan. These requests have so far 
been ignored. Can you explain why the Treasury Department and Auto Task Force 
have refused to comply with these requests? 

I apologize for the delay. Treasury has a first-in, first-out policy in responding to FOIA 
requests. Treasury personnel are working to respond to pending requests in a manner 
consi.stent with department regulations. 

29. Members of the House Oversight and Government Reform Committee, as well as other 
House Members have requested documentation related to the Treasury Department's 
knowledge and role in the cuts to the Delphi Salaried Retiree pension plans. These 
requests have so far been ignored. Please explain the Department's reasoning behind 
ignoring Congressional requests for information, and please describe when the 
Department will provide the requested information to the Members of Congress. 

I apologize for the delay. Treasury personnel are working to respond to pending requests in a 
manner consistent with department regulations. 

30. The United Auto Workers has recently stated that Delphi Salaried Retirees should be 
treated with "fairness and equity". Additionally, the UAW stated in a letter dated 
January 15, 2010 that it supports providing the same "top-ups" to the Salaried workers 
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as a matter of "fairness anti equity" that were provided to the other Delphi workers. 
Docs the Administration agree? 

As you may know, the question of pension “top-ups” for certain Delphi retirees is currently 
the siibj ect of litigation in Black el al. v. PBGC et al. in Michigan. I cannot comment on the 
specifics of any pending litigation. For your information, I have enclosed a copy of the brief 
filed by Treasury and other defendants on February 16, 2010 in Black. 
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Rep. Lynn A. Westmoreland 

1. Once the Government took over 79% of AIG, it was Government-owned. Why did the 
FRBNY not insist that the Government’s Triple-A rating be extended to AIG to ease 
AIG’s collateral posting obligations under its CDS contracts? 

AIG remains a private company, run by private management, and overseen by an 
independent board of directors. Neither the company nor its obligations are guaranteed by 
the full faith and credit of the federal government or the Federal Reserve. 

The liquidity that Treasury and FRBNY have provided has helped stabilize AIG and lowered 
the risk of default. But the government’s commitment to AIG has always been limited and 
subject to the terms of the commitments expressed. 

In terms of influencing AIG’s credit rating, the Federal Reserve Bank of New York does not 
have the authority to tell private credit rating agencies how to evaluate individual companies. 
The rating agencies are a proxy for how the market views AIG’s creditworthiness. It is 
important that those views to be formed independently, not according to the will of a public 
agency. 

2. It is obvious that the AIG deal is bad for taxpayers and that if the deal is not 
renegotiated taxpayers wilt never sec their money get repaid. Is there anybody at 
Treasury working on a new plan to deal with AIG? 

I respectftilly disagree with the assertion that the rescue of AIG was a bad idea for taxpayers. 
The goal of the government intervention was to prevent AIG’s collapse and maintain the 
continuous operations of its insurance businesses. AIG was the largest provider of 
conventional insurance in the world. The rescue plan succeeded in keeping them operational 
and averting the catastrophic consequences for taxpayers that would have re.sulted from 
AIG’s failure. Treasury staff worked hard on the rescue of AIG, and we continue to do so. 

The U.S. government is still exposed to substantial risk of losses on its investments in AIG. 
As 1 discussed in my testimony before the Committee, that risk was unavoidable, and we 
cannot know at this point what the scale of those losses will be. But, on the basis of a range 
of measures, those losses are likely to be lower than we expected even just a few months ago. 

Today, AIG’s insurance operations are open for business and generating positive returns. In 
addition, the Federal Reserve will likely be repaid in full and cam a positive return on its 
financial support of AIG, including the FRBNY Credit Facility, its loans to Maiden Lane II 
and Maiden Lane III, and its preferred interests in AIA Aurora and ALICO Holdings. AIG 
recently announced that it reached agreements to sell those two international subsidiaries for 
a total of more than $50 billion. Much of the profit will be used to pay back part of the 
Federal Reserve’s loan and redeem its preferred interests. 
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Rep. Patrick McHenry 


1. In a hearing before the Financial Services Committee last year, you said: “Financial 
products and institutions should be regulated for the economic function they provide 
and the risks they present, not the legal form they take. We can’t allow institutions to 
cherry pick among competing regulators and ship risk to where it faces the lowest 
standards and weakest constraints.” You suggested that you could “reconcile” this 
view with current financial regulation proposals, which would allow some companies to 
avoid regulation by dropping their status as a bank holding company. Please explain. 

I do not agree that a loophole exists. The purpose of the Administration’s proposal is to 
separate the subsidy of federally insured deposits from risky activities that are unrelated to a 
customer. But it does not let major firms escape tough supervision and oversight. Under our 
regulatory reform proposals, all major financial firms, regardless of whether they own a 
depository institution, must be subject to robust consolidated supervision and regulation 
(including strong capital and liquidity requirements) by the federal government. 

Moreover, our proposal would apply to any finn that controls an insured depository - not just 
depository institutions that arc banks and not just to bank holding companies. This is 
consistent with the Administration’s proposal in the broader reform package to .shut down the 
loopholes in the Bank Holding Company Act. 

Finally, the legislative proposal we delivered to Congress would specifically require the 
Federal Reserve to impose additional capital requirements and quantitative limits on the 
proprietary trading and hedge fund and private equity activities of non-bank financial firms 
that could pose a threat to financial stability. 

2. Please elaborate on President Obama’s proposed tax on banks. Do you believe it will 
result in less credit being made available to small businesses and consumers? 

In reality, the finns that are subject to the fee have a competitive incentive not to pass on 
costs. The vast majority of their competitors - including all finns with less than $50 billion in 
assets - will not face the fee, so trying to increase costs to their customers will likely result in 
lost market share. 

3. How do you think proposed limits on hedge funds, private equity, and proprietary 
trading will impact U.S. firms’ global competitiveness? 

We do not believe that these proposals will adversely impact the competitiveness of U.S. 
firms. Major financial finns in other economies already operate with fewer restrictions on 
their activities than do U.S. banking finns. Yet, the more limited activities of U.S. banking 
films have not materially impaired the capacity of U.S. finns to compete in global financial 
markets against foreign universal banks, nor have these variations stopped the United States 
from being the leading financial market in the world. 
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Rep. Jim Jordan 

1. Do you believe that the management team that the FRBNV put in place at AIG was 
qualified to run an insurance company? Please describe the relevant experience and 
qualifications of each FRBNY employee who was given any AIG management 
responsibilities on or after September 18, 2008. 

AIG remains a private entity, run by private management, and overseen by an independent 
Board of Directors. In its efforts to stabilize and restructure the company, the Federal 
Reserve has acted as a lender to AIG. To my knowledge, no Federal Reserve employee has 
ever been given operational management responsibilities at AIG, 

In designing our intervention, the government made sure that there were appropriately tough 
conditions that put the burden of failure on AIG’s existing equity holders and management 
and started the process of designing a comprehensive restructuring plan. 

The Federal Reserve extended AIG a line of credit on September 1 6, 2008. When AIG 
accepted it, the Government required AIG’s then-CEO to step down immediately. In his 
place, Edward Liddy, the former chairman, president and CEO of Allstate Corporation 
agreed to serve as AIG’s CEO for a salary of SI per year to help assist the company in its 
restructuring and recovery. Today, Robert Benmosche serves as CEO. Previously, he served 
as Chairman and CEO of MetLife, Inc. 

2. In an e-mail to you on October 22, 2008, Meg .McConnell, a FRBNY economist, noted 
that “the new ML 3-in which they tear up the CDS and purchase the underlying CDOs- 
scems pretty good from a financial stability perspective. ..[because] it seems to remove 
considerably more uncertainty for the firms and arguably for the system.”^’ Did the 
FRBNY consider the financial health, or stabilitj', of AIG’s counterparties in deciding 
how to structure and conduct the Maiden Lane III transactions? 

The financial health of individual counterparties was not a consideration in the rescue of 
AIG. All of the counterparties were treated the same. The prices paid for the securities were 
their fair market value, and because the counterparties retained the collateral they had 
previously received from AIG, they all received an aggregate amount equal to par value of 
their securities. In return, the insurance contracts were tenninated, and the counterparties 
transferred the securities to Maiden Lane ill. 

3. Do you agree with FRBNY staffs position that a “governmental interest” justified 
special treatment by the SEC for AIG’s filings, distinct from the filings of all other 
companies? If so, please describe that “governmental interest.” Is the “governmental 
interest” distinct from the policy goals of the securities disclosure laws and rules? 

I was not involved in making decisions about AIG’s securities filings, nor do I have the 
expertise to make that legal judgment. For a detailed discussion of those topics, I would refer 


FRBNy-TOWNS-RF 1 95645. 

See FRBNY- TO \VNS-R3-009 1 89. 
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you to the testimony before the Committee by Thomas Baxter, General Counsel of the 
Federal Reserve Bank of New York,^^ as well as the Statement Regarding Public Disclosures 
of AIG Concerning Maiden Lane UI LLC, dated January 19, 2010.^^ 


Thomas C. Baxter Jr., Faciors Affecting Efforts to Limit Payments to AIG Counterparties, Testimony before the 
Committee on Government Oversight and Reform, January 27, 2010. 

Federal Reserve Bank of New York, Statement Regarding Public Disclosures of AIG Concerning Maiden Lane III 
LLC, Januar)' 19, 2010, available at http:/7ww\v.newyorkfed.org/markets/sti001 19.html, 
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Rep. Blaine Luetkemever 

1. Why did the FRBNY reject less costly alternatives to acquiring the underlying assets 
from AlG’s counterparties and seeing that they received the full $62 billion up front, 
such as stepping in to provide collateral to the counterparties as needed under the CDS 
contracts? If you felt that you did not have the necessary statutory authority, why did 
you not come to Congress and ask for it? 

From the beginning, it was clear that AIG needed a durable restructuring of its balance sheet 
and operations. The credit provided by the Federal Reserve on September 1 6th stemmed the 
bleeding by satisfying AlG’s immediate liquidity needs, but that was not enough. The 
problems at AIG were so deep that they required a more permanent restructuring. 

In designing and implementing the transactions to purchase the securities our primary 
objective was, as it always is, to get the best result for the taxpayer. We made judgments 
about these transactions carefully with the advice of outside counsel and financial experts. In 
the end, the prices paid for the securities were their fair market value. Because of the way 
the contracts worked, those prices were essentially equal to the difference between the par 
value of the CDOs and the payments that counterparties had already received. 

1 join the American people and Members of Congress in feeling a deep sense of outrage over 
this crisis, and over the fact that better tools w'ere not available for the government to 
confront it. For that reason, we should put in place a set of financial refonus that would 
create a safer, more stable financial system, where opportunity can rise, risk can be mitigated, 
and where there are stronger protections for consumers, investors, and taxpayers. 

2. FRBNY General Counsel Thomas Baxter, when asked about the FRBNY’s negotiations 
with AlG’s counterparties, told Committee staff, “I don’t know why we even bothered 
to ask [for any concessions).” When he was asked why, he responded, “I guess it 
doesn’t hurt to ask.” Why was such a limited effort made to seek concessions from the 
counterparties? 

We had very little negotiating leverage. The counteiparties were in a veiy strong position 
and generally protected in the event of AlG’s default. They held insurance contracts entitling 
them to full or par value of the contracts. If AIG had defaulted, or even filed for bankruptcy, 
the counterparties would have kept both the cash collateral payments that tliey had previously 
received from AIG as well as the underlying securities. 

In addition, AlG’s financial position was deteriorating rapidly and the prospect of a 
downgrade by the credit rating agencies was imminent. As 1 discussed in my Testimony 
before the Committee, we had to act very quickly. Not unexpectedly, we discovered that 
most firms would not, under any condition, provide a concession. 
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3. In 2008 and 2009, the FRBNY and its counsel shared AIG’s draft SEC filings with 
officials at Treasury and requested comments and edits. When a corporation’s 
securities disclosures become a group project of multiple federal agencies, with each 
agency adding changes to suit its own needs, is there a danger that investors’ needs will 
be ignored? 

I was not involved in any decisions regarding AIG’s securities filings. But I know that the 
Federal Reserve Bank of New York staff who were involved are people of enonnous 
integrity and experience. I trust that they acted appropriately under the circumstances. 

For more infonnation about the topic, I would refer you to the testimony before the 
Committee by Thomas Baxter, General Counsel of the Federal Reserve Bank of New York,^’ 
as well as the Statement Regarding Public Disclosures of AIG Concerning Maiden Lane III 
LLC, dated January 19, 2010.^° 

4. You have repeatedly claimed that the Fed will actuaUy make a profit from the AIG 
bailout. Can you provide any concrete proof of your claims? 

The U.S. government is still exposed to substantial risk of losses on its overall investments in 
AIG. That risk was unavoidable, and we cannot know at this point what the exact scale of 
those losses will be. 

The Federal Reserve will likely be repaid in full and earn a positive return on its financial 
support of AIG, including the FRBNY Credit Facility, its loans to Maiden Lane II and 
Maiden Lane III, and its preferred interests in AlA Aurora and ALICO Holdings. AIG 
recently announced that it reached agreements to sell those two international subsidiaries for 
a total of more than S50 billion. Much of the profit will be used to pay back part of the 
Federal Reserve’s loan and redeem its preferred interests. 

Further, as I discussed in response to Question 1 above, since Maiden Lane III purchased the 
securities from the counterparties, they have generated significant cash flows that have been 
used to pay down the Federal Reserve’s loan by more than 25 percent, and the value of the 
remaining portfolio significantly exceeds the outstanding loan balance and accrued interest 
on the loan. Similarly, cash flows from Maiden Lane 11 have already been used to pay down 
the Federal Reserve’s loan by roughly 25 percent, and remaining portfolio holdings of 
Maiden Lane It exceed the outstanding loan balance and deferred interest on the loan. 

Unfortunately, TARP investments in AIG will likely still result in some loss. But today, 
Treasury believes that the losses are likely to be lower than was thought even a few months 
ago.-’' 


■ ’ Thomas C. Baxter Jr., Factors AJfecting Efforts to Limit Payments to AIG Counterparties, Testimony before the 
Committee on Government Oversight and Reform, January 27, 2010. 

Federal Reserv^e Bank of New York, Statement Regarding Public Disclosures of AIG Concerning Maiden Lane HI 
LLC, Januaiy 19, 2010, available at http://www.newyorkfed.org/markets/sll001 19.html, 

' ^ Congressional Budget Office, Report on the Troubled Asset Relief Program, Mar. 20 1 0, at 3-4, available at 
http:.//vvww.cbo.gov/ftpdocs/l 12xx/docl 1227/03- 1 7-T ARP .pdf. 
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Rep. Stearns. Participating by Unanimous Consent of the Committee 

1. It was brought out In your testimony and through the questions that were asked by the 
Members of the House Oversight and Government Reform Committee at the January 
21 '^ hearing that you did not sign an official, formal agreement to recuse yourself from 
the dealings and decisions involving the overpayments to AlG’s counterparties and 
from working on issues involving specific companies, including AIG. Because you only 
informally recused yourself, American taxpayers and Congress have to trust you and 
take you at your word that you did not get involved with “issues involving specific 
companies, including AIG” following your nomination for Treasury Secretary on 
November 24, 2008. Is that true? Please respond with either “yes” or “no”. 

1 am not aware of any legal reason that would have made it necessary for me to stop 
conducting my duties as President, The decision to withdraw from certain activities was 
made, out of an abundance of caution, in part to protect the independence of the Federal 
Reserve Bank of New York, and, in part, because of the time demands that 1 was going to 
face in helping to shape the President-elect’s economic strategy. Specifically, starting on 
November 24, 2008, 1 withdrew from involvement in monetary policy decisions, policies 
involving individual institutions (including AIG), and day-to-day management activities. 

I conferred with the General Counsel of the Federal Reserve Bank of New York, among 
others, about the decision to stay on as President on an interim basis, as well as my 
withdrawal from certain activities. My colleagues and staff were aware of this decision. I 
am not aware of any requirement to confirm such a recusal in writing. 

2. What was the rationale behind your decision to only informally recues yourself? Why 
did you not sign an official recusal or get an ethical review from the Treasury 
Department and/or the Office of Government Ethics? 

Please see the answ'er to Question 1 above. 

3. You also stated at the hearing that while you recused yourself from the activities 
dealing with the negotiations over AIG’s counterparts' payments, you did leave your 
Chief of Staff in charge to deal with AIG. Is that correct? If not, did your Chief of 
Staff have any knowledge of the AIG counterparty payments? 

That is not correct. In accordance with established practice, my colleagues and staff, led by 
First Vice Pre.sident Christine Gumming, earned out the day-to-day management operations 
of the Federal Reserve Bank of New York. Ms. Gumming is the second ranking officer in 
the Bank, and also serves as its chief operating officer. Management and staff at the Bank 
also worked in close cooperation with their colleagues at the Federal Reserve Board. 

4. Is your current Chief of Staff a former employee of Goldman Sachs? 

My chief of staff Mark Patterson worked at Goldman Sachs for approximately four years. 

Fie resigned over two years ago. Mr. Patterson has spent the bulk of his career in public 
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service as a U.S. Senate staff member. From 1999 to 2004, he served as Policy Director for 
Senate Democratic Leader Tom Daschle. Before that he was for more than 1 0 years an aide 
to the late Senator Daniel Patrick Moynihan of New York, serving from 1995 to 1999 as 
Democratic Staff Director and Chief Counsel of the Senate Finance Committee, and from 
1 993 to 1 995 as Senator Moynihan's Legislative Director. 

Upon joining Treasury, Mr. Patterson signed the Obama Administration’s Ethics Pledge, 
which is the strictest ever adopted by any Administration. 

1 trust that Mr. Patterson has complied fully with alt of his ethical obligations. Any 
suggestion that Mr. Patterson would in his work at Treasury represent any interest other than 
the public interest is false and deeply unfair to him. He is a man of exceptional integrity, and 
he has a deep and sincere commitment to public service. 

5. Was your former Chief of Staff, while you were President of the FRBNY, a former 
employee of Goldman Sachs? 

No. My chief of staff at the Federal Reserve Bank of New' York never worked for Goldman 
Sachs. He is a former officer in the United States Navy. 

6. How can you assure American taxpayers that your Chiefs of Staff always acted in the 
best interest of the taxpayers and not of Goldman Sachs? What assurances can you 
give us? 

These are people of the highest integrity working to serve the public interest. They have 
operated under exceptional circumstances with no precedent. Please also see the answer to 
Question 4 above. 

7. Do you believe that without the counterparty payments being made to AiG - at par 
value - that AIG would have been pushed into bankruptcy and a revolution would have 
resulted in this country? You inferred this during your testimony, but please clarify this 
for the record. 

As I discussed in detail in my testimony before the Committee, the crisis that unfolded was 
so severe, damaging the lives of so many Americans, that it is hard for people to imagine 
how things could have been dramatically worse if AIG had been allowed to default. But I am 
confident that had we not acted, the crisis would have caused even more devastation, more 
hurt, and would have cost far more money. 
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Rep. Roy Blunt. Participating by Unanimous Consent of the Committee 

1. We now know that several of AIG’s counterparties were experiencing significant 
financial difficulties at the time of the decision to purchase the counterparty contracts. 
How much was the health of these banks a factor in paying them 100 cents on the dollar 
for the value of their credit default swap contracts? 

The financial health of individual counterparties was not a consideration. All of the 
counterparties were treated the same. 

2. Did the Federal Reserve Bank of New York’s decision to treat all counterparties equally 
give the major counterparties (including foreign banks) effective veto power over the 
possibility of a concession from any other major parties? 

Due to the nature of the contracts that AIG had entered into when selling insurance on the 
troubled securities, the contractual rights of the counterparties were very well protected. The 
counterparties had purchased insurance from AIG that entitled them, as a matter of law, to 
the full or par value of the contracts. 

In addition, the contracts between AIG and the counterparties afforded the counterparties the 
right to payments of cash collateral under certain circumstances. As a consequence, the 
value of the securities that the counterparties held, combined with the collateral that they had 
already obtained from AIG was generally equal to the par value of the securities. If AIG had 
defaulted, or even filed for bankruptcy, the counterparties would have kept both the collateral 
and the underlying securities. 

For additional information about the negotiations, 1 would refer you to the testimony before 
the Committee by Thomas Baxter, General Counsel of the Federal Reserve Bank of New 
York.^^ 

3. What was the extent of the negotiations over paying the counterparties at par value, 
and what will these same parties do in future times of crisis if Congress enacts 
legislation to mandate the creation of a $200 billion bailout fund? 

The answer to Question 2, above, discusses the negotiations with the AIG counterparties in 
2008. The second part of your question addresses the comprehensive financial refonn 
legislation that the President has proposed. There are two central lessons from this recent 
crisis, both applicable to AIG, that have guided the President’s proposals and the legislation 
now working through Congress. 

First, the government needs the ability to limit risk-taking for institutions that tlueaten the 
overall stability of the system and can cause extraordinary damage to the American economy. 
The government needs this ability not just for banks, but for institutions that operate like 
banks. These non-bank financial institutions have existed alongside banks and yet were not 


Thoma.s C. Baxter Jr., Factors Affecting Efforts to Limit Payments to AIG Counterparties, Testimony before the 
Committee on Government Oversight and Rcfbmi, January 27, 2010. 
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subject to those constraints in this crisis. The government also needs to make sure that 
regulators have accountability and flexibility, and that they enforce sensibly-designed 
constraints on risk. 

Second, the government must have the ability to resolve failing major financial institutions in 
an orderly manner, with losses absorbed not by taxpayers but by equity holders, unsecured 
creditors and, if necessary, other large financial institutions. This resolution authority would 
allow an orderly response to a potential future crisis, protecting both the taxpayer and the 
overall economy. 

4. What was the rationale for keeping secret the list of par value counterparties, given that 
the SIGTARP concludes that “there is no indication that AIG’s disclosure undermined 
the stability of AIG or the market or damage legitimate interests of the 
counterparties”? 

In March 2009, in response to requests by Congress that the identities of the counterparties 
be made public, I understand that AIG decided to disclose the counteiparty names. I was not 
involved in this decision. However, the circumstances in .March 2009 were very different 
than those in 2008. By March 2009, government assistance had succeeded in stabilizing 
AIG, and Maiden Lane III had completed the purchase of the securities from the 
counterparties. In addition, AIG had decided to wind down its AIG Financial Products 
derivatives business. 
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UNITED STATES DISTRICT COURT 
EASTERN DISTRICT OF MICHIGAN 
SOUTHERN DIVISION 

) No. 2:09-cv-13616-AJT-DAS 

DENNIS BLACK, a/,, ) 

) MOTION OF DEFENDANTS U.S. 

Plaintiffs, ) DEPARTMENT OF THE TREASURY, 

) PRESIDENTIAL TASK FORCE ON THE 

V, ) AUTO INDUSTRY, TIMOTHY F. 

) GEITHNER, STEVEN L. RATTNER, AND 

PENSION BENEFIT GUARANTY ) RON A, BLOOM TO DISMISS OR, IN 

CORPORATION, et al . , ) THE ALTERNATIVE, FOR SUMMARY 

) JUDGMENT 

Defendants. ) 

) 

Defendants U.S. Department of the Treasury, Presidential Task Force on the Auto 
Industry, Timothy F. Geithner, Steven L. Rattner, and Ron A. Bloom (Treasury Defendants) 
hereby move pursuant to Fed. R. Civ. 12(b)(1) and 12(b)(6) to dismiss this action for lack of 
subject matter jurisdiction and for failure to state a claim upon which relief can be granted. In 
the alternative, Treasury Defendants move pursuant to Fed. R, Civ. P. 56(b) for summary 
judgment. The grounds for Treasury Defendants’ motion are set forth in the memorandum 
submitted herewith. 

Counsel for plaintiff advises that he opposes the relief that Treasury Defendants hereby 

seek. 

In view of the filing of this motion, Treasury Defendants hereby withdraw their pending 
motion for extension of time (Dkt. 105). 

Respectfully submitted, 

TONY WEST 
Assistant Attorney General 
BARBARA L. McQUADE 
United States Attorney 
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PETER A, CAPLAN 

Assistant United States Attorney 

SANDRA M. SCHRAIBMAN 

Ass’t Branch Dir., Dep’t of Justice, Civil Division 

s/ David M. Glass 

DAVID M. GLASS, DC Bar 544549 
Sr. Trial Counsel, Dep’t of .lustice, Civil Division 
20 Mass. Avc., N.'W., Room 7200 
Washington, D.C. 20530 
Tel: (202) 514-4469/Fax: (202) 616-8470 
E-mail: david.glass@usdoj.gov 
Attorneys for Defendants U.S. Department of the 
Treasury, Presidential Task Force on the Auto 
Industry, Timothy F. Geithner, Steven L. Rattner, 
Dated: February 16, 2010 and Ron A. Bloom 


CERTIFICATE OF SERVICE 

I hereby certify that on February 16, 2010, 1 served the motion of defendants U.S. 
Department of the Treasury, Presidential Task Force on the Auto Industry, Timothy F, Geithner, 
Steven L. Rattner, and Ron A. Bloom to dismiss or in the alternative, for summary judgment, the 
memorandum in support of that motion, the exhibits to the motion, except Exs. D and M, and the 
proposed order by ordinary mail or electronically. 

s/ David M. Glass 
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UNITED STATES DISTRICT COURT 
EASTERN DISTRICT OF MICHIGAN 
SOUTHERN DIVISION 


) 

DENNIS BLACK, et ai, ) 

) 

Plaintiffs, ) 

) 

V. ) 

) 

PENSION BENEFIT GUARANTY ) 

CORP., ela/., ) 

) 


Defendants. ) 
) 


No. 2:09-cv- 1361 6-AJT-DAS 

MEMORANDUM IN SUPPORT OF THE 
MOTION OF DEFENDANTS U.S. 
DEPARTMENT OF THE TREASURY, 
PRESIDENTIAL TASK FORCE ON THE 
AUTO INDUSTRY, TIMOTHY F. 
GEITHNER, STEVEN L. RATTNER, AND 
RON A. BLOOM TO DISMISS OR, IN 
THE ALTERNATIVE, FOR SUMMARY 
JUDGMENT 
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STATEMENT OF ISSUES PRESENTED 

1 . Do plaintiffs have standing to sue defendants U.S. Department of the Treasury, 
Presidential Task Force on the Auto Industry, Timothy F. Geithner, Steven L. Rattner, or Ron A. 
Bloom (Treasury Defendants) over the agreement of defendant General Motors LLC (New GM) 
to make supplemental payments to certain retirees of Delphi Corp. (Delphi) represented by the 
United Auto Workers (UAW), United Steel Workers (USW), or International Union of 
Electronic Workers (lUE)? 

2. Did New GM act as a government instrumentality when it agreed to make 
supplemental payments to certain retirees of Delphi represented by UAW, USW, or lUE? 

3. Did New GM deny plaintiffs equal protection, freedom of association, or freedom of 
speech when it agreed to make supplemental payments to certain retirees of Delphi represented 
by UAW, USW, or lUE even assuming, arguendo, that it acted as a government instrumentality 
when it agreed to make those payments? 

4. Are plaintiffs entitled to an order directing Treasury Defendants to provide further 
loan assistance to New GM or to an award of damages against defendants Geithner, Rattner, or 
Bloom even assuming, arguendo, that they are entitled to other fonns of relief? 
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Corp. (My 21, 2009) 

Ex. Q. DPH Holdings Corp., Notice (Undated) 

Ex. R. Settlement Agreement Between and Among GMCo/MLC - lUE-CWA and USW 
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Deal; Ex-Delphi Workers Cite Pension Inequity, Wash, Times (Dec. 24, 2009) 
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PRELIMINARY STATEMENT 

Plaintiffs are three salaried retirees of Delphi Corp. (Delphi) and the Delphi Salaried 
Retiree Association. Salaried retirees of Delphi are retirees who are not represented by a union. 
Suing the Pension Benefit Guarantee Corp. (PBGC); General Motors LLC (New GM)'; the U.S. 
Department of the Treasury (UST); the Presidential Task Force on the Auto Industry (Auto Task 
Force); three present or former officials of UST, Timothy F. Geithner, Steven L. Rattner, and 
Ron A. Bloom; and certain agents, employees, or representatives of UST or the Auto Task Force 
whose identity is unknown to plaintiffs (DOES 1-50), plaintiffs allege that PBGC acted 
unlawfully by entering into one or more agreements with Delphi terminating plaintiffs’ pension 
plan. In addition, plaintiffs allege that New GM denied them equal protection, freedom of 
association, and freedom of speech by agreeing to make supplemental payments to certain 
retirees of Delphi represented by the United Auto Workers (UAW), United Steel Workers 
(USW), or International Union of Electronic Workers (lUE)’ but not agreeing to make 
supplemental payments to plaintiffs. 

To remedy the alleged denial of equal protection, freedom of association, and freedom of 
speech, plaintiffs seek both “specific relief’ and damages. The “specific relief’ that plaintiffs 
seek is an order directing UST, the Auto Task Force, and defendants Geithner, Rattner, Bloom, 
and DOES 1-50 to direct New GM to take certain actions “to afford the salaried retirees [of 
Delphi] the same benefits afforded to the union-affiliated retirees * * *, providing additional loan 

' Until October 19, 2009, New GM was known as General Motors Co. Gen. Motors Co., 
Rep. on Form 8-K (Oct. 19, 2009), Item 8.01. 

’ Effective October 1 , 2000, lUE merged with the Communications Workers of America 
(CWA) to become the Industrial Division of CWA (lUE-CWA). See Thomas J. Shceran, Gore 
Applauds Merger of Unions, Akron Beacon Journal (Sept. 24, 2000) at C7. “lUE" is used in this 
memorandum to refer to lUE prior to the merger and to lUE-CWA following the merger. 
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assistance to New GM if necessary"; and directing New GM to take such actions as USX, the 
Auto Task Force, or defendants Geithner, Rattner, Bloom, or DOES 1-50 direct it to take. The 
damages that plaintiffs seek consist of an award of damages against New GM and against 
defendants Geithner, Rattner, Bloom, and DOES 1-50 under Bivens v. Six Unknown Named 
Agents of the Federal Bureau of Narcotics, 403 U.S. 388 (1971), “for [allegedly] denying 
Plaintiffs the same benefits provided to the similarly simated union-affiliated retirees on the basis 
of their non-union affiliation, in violation of their rights to equal protection.” 

As is shown below, plaintiffs do not have standing to sue UST, the Auto Task Force, or 
defendants Geithner, Rattner, or Bloom (Treasury Defendants). Even assuming, arguendo, that 
plaintiffs have standing to sue Treasury Defendants, no denial of equal protection, freedom of 
association, or freedom of speech has taken place here, both because New GM has not acted as a 
government instrumentality and even assuming, arguendo, that it has. Even assuming, arguendo, 
that any denial of equal protection, freedom of association, or freedom of speech has taken place 
here, plaintiffs are not entitled to an order directing Treasury Defendants to provide further loan 
assistance to New GM or to an award of damages against defendants Geithner, Rattner, or 
Bloom. For all of these reasons, this action should be dismissed as to Treasury Defendants.’ 


’ For the same reasons, this action should also be dismissed as to DOES 1-50. In 
addition, this action should be dismissed as to DOES 1-50 because “[c]ourts lack personal 
jurisdiction over unidentified fictitious defendants,” King v. Forest, 2008 WL 4951049, at *4 
(N.D. Tex. Nov. 14, 2008), and because “fictitious party pleading is [generally] not permitted in 
federal court.” Hester v. Lowndes County Comm ’n, 2006 WL 2547430, at *9 (M.D. Ala. Sept. 1, 
2006). 


2 



341 


STATEMENT OF FACTS 

A. General Motors Corp. (Old GM) and Delphi 

“Trac[ing] its roots back to 1908,” Old GM was “primarily engaged in the world-wide 
production of cars, trucks and parts,” See In re Gen. Motors Corp., 407 B.R. 463, 475 (Bankr. 
S.D.N.Y. 2009); Ex. A at I.'’ As of March 31, 2009, Old GM had a workforce in the United 
States of approximately 9 1 ,000, of whom approximately 62,000 were represented by unions. 
Gen. Motors, 407 B.R, at 475. Approximately 98% of the employees who were represented by 
unions were represented by UAW. Id. As of July 5, 2009, Old GM was “the largest Original 
Equipment Manufacturer (‘OEM’) in the U.S., and the second largest in the world.” Id. 
(emphasis omitted). 

Delphi began as the “Delphi Automotive Systems business sector of [Old] GM." See Ex, 
B, Ex. 99.1 at 1. “[0]n September 16, 1998, Delphi was incorporated as a wholly-owned 
subsidiary of [Old] GM.” Id. “[EJffective as of January 1, 1999, [Old] GM contributed to 
Delphi the assets, and Delphi assumed the liabilities, comprising the business of the Delphi 
Automotive Systems business sector of [Old] GM.” Id. “[0]n Feburary 10, 1999, Delphi 
consummated an initial public offering of 1 00,000,000 shares of its common stock.” Id. “[0]n 
May 28, 1999, [Old] GM distributed 542,565,000 shares of Delphi common stock as a dividend 
to holders of GM $1-2/3 par value common stock and contributed 13,435,000 shares of Delphi 
common stock to a trust for the benefit of [Old] GM employees, with the effect that [Old] GM 
divested its entire equity interest in Delphi on that date.” Id. 


References to exhibits arc to the exhibits to this motion. 
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In connection with the spin off of Delphi from Old GM, separate pension plans for 
salaried and hourly employees of Delphi were spun off from the pension plans for salaried and 
hourly employees that Old GM maintained. See Ex. C at 5. Delphi was the sponsor and 
administrator of the spun-off plans. Id. At the time of the spin off, the Delphi pension plan for 
salaried employees was fully funded but the Delphi pension plan for hourly employees was not. 
^ecEx. Dat 162:8-15.' 

At or about the time that Delphi was spun off from Old GM, Old GM entered into benefit 
guarantee agreements with UAW, USW, and lUE. See Ex. B at 3. Among other things, those 
agreements required Old GM to make “supplemental payments” to any “retired Covered 
Employec[]” who received pension benefits on or before October 18, 2007, “at a level below that 
called for in any applicable [Delphi/IIAW, Delphi/USW, or Delphi/IUE] agreement or pension 
plan due to Financial Distress,” Id., Ex. 99.2 ^ (e). Ex. 99.4 f (e), Ex. 99.5 f (c); see id. at 4. 

With certain exceptions, “Covered Employees” were defined in the benefit guarantee agreements 
as Delphi employees represented by UAW, USW, or lUE who had “unbroken seniority and were 
employed by [Old] GM under the terms of the [then-current national agreement between Old GM 
and UAW, USW, or lUE] as of the spin-off of Delphi from [Old] GM on May 28, 1999.” Id., 

Ex. 99.2 at 1, Ex. 99.4 at 1, Ex. 99.5 at 1. Accordingly, salaried employees of Delphi were not 


' Ex. D is the transcript of the deposition of Matthew Feldman in In re DPH Holding.’; 
Corp., No. 05-44481 (RDD) (Bankr. S.D.N.Y.). Ex. M is the transcript of the deposition of 
Harry Wilson in In re Motors Liquidation Co., No. 09-50026 (REG) (Bankr, S.D.N.Y.). Exs. D 
and M are not being served or filed at this time because certain protective orders in DPH 
Holdings and Motors Liquidation may govern portions of those exhibits not quoted in this 
memorandum. To avoid violating those orders. Treasury Defendants have been trying to confirm 
that the parties to those orders have no objection to the service and filing of Ex. D or M in this 
action. Those efforts are continuing. 
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defined as “Covered Employees” for purposes of the benefit guarantee agreements. See id. The 
“supplemental payments” that Old GM was required to make to Covered Employees were 
payments equal to the pension benefits called for “in the [Delphi/UAW, DelphiAJSW, or 
Delphi/IUE] agreement applicable at the time,” minus “any pension benefits received (x) from a 
pension plan sponsored by Delphi, any of its subsidiaries or affiliates, or any of their successor 
compani(ies), (y) from the PBGC, and/or (z) from a pension plan sponsored by [Old] GM.” Id., 
Ex. 99.2 f e( 1 ), Ex. 99.4 1i e( 1 ), Ex. 99.5 f e(l ). 

On October 8, 2005, “Delphi and 38 of its domestic U.S, subsidiaries filed voluntary 
petitions for business reorganization under chapter 1 1 of the U.S. Bankruptcy Code.” Ex. E at 1 . 
At the time those petitions were filed, “Delphi expect[ed] to complete its U.S, -based 
restructuring and emerge from chapter 1 1 business reorganization in early to mid-2007.” Id. at 1- 
2. However, the Delphi bankruptcy “remained mired in a morass” through the spring of 2009. 
5ee Ex. D at 37:14-15, 

As late as 2009, Delphi supplied “more than 3,000 parts to [Old GM],” See Ex. D at 
24:24-25. To try to keep Delphi afloat during the pendency of the Delphi bankruptcy, Old GM 
“invested and funded Delphi with literally billions of dollars .” !d. at 37:9-1 1. 

B. The Financial Crisis in the U.S. Auto Industry 

“[!]n the fall of 2008, the combination of rising gasoline prices, tightening credit markets, 
eroding consumer confidence, high unemployment, and discretionary spending concerns 
prompted a significant downturn in automobile sales in the United States and abroad.” Ex. F at 
7. By early December 2008, Old GM and Chrysler Holding LLC (Chrysler) “could no longer 
secure the credit they needed to conduct their day-to-day operations.” Id. at 3. “Unless they 
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could raise billions of dollars in new financing, they faced collapse - a potentially crippling blow 
to the American economy that [UST] estimated would eliminate nearly 1.1 million jobs.” Id. 

On December 4, 2008, the chief executive officers of Old CM and Chrysler “appeared 
before Congress and appealed for government assistance to help them stay afloat.” Ex. F at 8 & 
nn.12-13. When Congress did not enact remedial legislation, the Administration announced that 
it would “consider making [Troubled Assets Relief Program (TARP)] funds available to the 
automotive industry.’”* Id. at 3, 8. “Under the Automobile Industry Financing Program (AIFP) 
that was announced on December 19. [2008], Chrysler and [Old] GM received bridge loans of $4 
billion and $13.4 billion, respectively, under separate loan and security agreements.” Id. at 8, 
“The [Old] GM loan and security agreement was signed on December 31, 2008 and * * * [t]he 
Chrysler loan and security agreement was signed on January 2, 2009.” Id. at 8-9 

“The AIFP loans were extended to Chrysler and [Old] GM under terms and conditions 
specified in the loan agreements.” Ex. F at 9. “The most important condition required each 
company to demonstrate that the assistance would allow it to achieve ‘financial viability,’ which 
was defined as ‘positive net value, taking into account all current and future costs, and [the 
ability to] fully repay the government loans.’” Id. “Both companies were required to submit 
viability plans designed ‘to achieve and sustain [their] long-term viability, international 
competitiveness and energy efficiency.’” Id. “Key to such viability would be ‘meaningful 


^ Legislation enacted on October 3, 2008, authorized the Secretary of the Treasury to 
“establish [TARP] to purchase, and to make and fund commitments to purchase, troubled assets 
from any financial institution, on such terms and conditions as arc determined by the Secretary, 
and in accordance with this Act and the policies and procedures developed and published by the 
Secretary.” Emergency Economic Stabilization Act of 2008 (EF.SA), Pub. L. No. 1 10-343, 

§ 1 0 1 (a)( 1 ). 1 22 Stat. 3767 (2008) (codified at 1 2 U.S.C. § 52 1 1 (a)( 1 )). 
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concessions from all involved in the automotive industry.’” Id. “The loans also imposed 
conditions and covenants related to their operations, expenditures, and reporting thereof to the 
President’s designee.” Id. 

C. The Auto Task Force 

The Auto Task Force was established by the President on or about February 15, 2009, to 
“assume responsibility for reviewing the Chrysler and [Old] GM viability plans.” See Ex. F at 
10. Co-chaired by defendant Geithner, the Secretary of the Treasury, and by Larry Summers, 
Director of the National Economic Council (TSIEC), the Auto Task Force consists of 10 senior 
officials of the federal government. Ex. G at 1. Staffing for the Auto Task Force is provided by 
a team of UST and NEC personnel (Auto Team). See Ex. F at 10 n.3I. Defendants Bloom and 
Rattner were named by the President to lead the Auto Team. Id. at 10-1 1. Defendant Bloom 
became the sole head of the Auto Team w'hen defendant Rattner left the government to return to 
the private sector on or about July 13, 2009. Id. at 1 1; Ex. H. 

In theory, the Auto Team reports to the Auto Ta.sk Force and its co-chairs, “who then 
report up to the President.” See Ex. F at 10, 1 1 . In practice, “[t]he missions and personnel" of 
the Auto Task Force and Auto Team “overlap considerably.” Id. at 10 n.31. Accordingly, 
references to the Auto Task Force in this memorandum are to the Auto Task Force and Auto 
Team as a single entity. 

D. The Restructuring Plans Submitted by Chrysler and Old GM; the Rejection 
of Those Plans; the Revised Restructuring Plan for Old GM; and the 
Acceptance and Implementation of That Plan 

On February 17, 2009, Chrysler and Old GM submitted “detailed business plan[s] to 
[UST].” See Ex. 1 at 2, 3. On March 30, 2009, the President announced that the Auto Task 
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Force had completed its evaluation of the “requests by General Motors and Chrysler for 
additional government assistance, as well as [the] plans developed by each of these companies to 
restructure, to modernize, and to make themselves more competitive,” but said that neither plan 
went “far enough to warrant the substantial new investment that these companies are requesting.” 
Ex. .1 at 1. Stating that “[w]e cannot, and must not, and we will not let our auto industry simply 
vanish,” the President announced that “[his] administration [would] offer [Old] GM and Chrysler 
a limited additional period of time to work wdth creditors, unions, and other stakeholders to 
fundamentally restructure in a way that w'ould justify an investment of additional taxpayer 
dollars” but that both companies would need to “produce plans” during that period that would 
“give the American people confidence in their long-term prospects for success.” Id. 

Believing that the “long-term viability [of Old GM and Chrysler] and [their] ability to 
repay the taxpayer dollars they were receiving would be seriously undermined if the government 
became involved in day-to-day business decisions,” the President “directed his Auto Task Force 
to take a commercial approach and refrain from intervening in the day-to-day decisions of these 
companies.” Ex. I at 1 , Accordingly, the President said the following when he announced that 
“[his] team [would] be working closely with [Old] GM [over the next 60 days] to produce a 
better business plan”; 

Let me be clear. The United States government has no interest in running GM. 

Wc have no intention of running GM . What we are interested in is giving GM an 
opportunity to finally make those much needed changes that will let them emerge 
from this crisis a stronger and more competitive company. 


Ex. J at 2. 
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During the 60 days that followed the President’s announcement, “Treasury loaned an 
additional $6 billion to fund [Old] GM.” See Ex. K at 3. In addition. Old GM “work[ed] with 
[its] stakeholders and the President’s Auto Task Force” to “develop]] a more robust operating 
plan.” See Ex. I at 1. During this time, the Auto Task Force spoke to “dozens of experts, 
advisors, consultants, industry experts, who collectively had thousands of years of experience in 
the automotive industry, as well as, obviously, the management team at great length." Ex. L at 
182:19-183:1 1. The Auto Task Force concluded on the basis of these discussions that the only 
way to “achieve]] the company’s primary goals and [UST’s] primary goals of having a viable 
GM” was for Old GM to file a petition for reorganization under Chapter 1 1 of the Bankruptcy 
Code and to move for an order under §363 of the Bankruptcy Code, 1 1 U.S.C. § 363, permitting 
the assets of Old GM to be sold to a “Treasury-sponsored entity,” New GM. See id. at 192:16- 
17; Ex. M at 14:1-15:21.’ The Auto Task Force considered a sale under § 363 to be preferable to 
the development and implementation of a plan of reorganization under Chapter 1 1 because a sale 
under § 363 offered the possibility of “speed, certainty and the ability to leave behind liabilities 
that a commercial buyer would not want to have in the new company.” Ex. M at 120:18-25. 

“Once the decision was made to pursue a Section 363 sale,” the Auto Task Force began to 
negotiate the details of the sale with Old GM, UAW, the UAW VEBA Trust,* certain of Old 
GM’s unsecured lenders, and “anybody who approached us.” See Ex. M at 15:16-22, 100:3-19, 


’ See n. 5, supra. 

* Old GM had used “trusts qualified as ‘voluntary employee beneficiary associations’ 
under the Internal Revenue Code [VEBAs] * * * to hold reserves to meet [Old] GM’s future 
obligations to provide healthcare and life insurance benefits ^ * to its salaried and hourly 

employees upon retirement.” Gen. Motors, 407 B.R. at 478 n.7. “In substance, [an] employer 
makes contributions to [a] VEBA, and the VEBA funds the health benefits to the retirees.” Id. 
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209: 10. During these negotiations, the Auto Task Force “took dozens of meetings of various 
constituencies ranging from dealers to splinter unions to a whole host of different * * * parties in 
interest.” See Ex. L at 8 1 :6-9. In conducting these negotiations, the Auto Task Force possessed 
a “considerable” amount of “negotiating leverage” because the government was “the only buyer 
for these assets”; because “the only alternative” to the sale of the assets under § 363 “was a 
liquidation of [Old GM]”; and because the liquidation of Old GjV! would have been “worse for 
all concerned.” Ex. M at 98:19-100:2, 103:18-12. Despite the negotiating leverage that the Auto 
Task Force possessed, the negotiations that the Auto Task Force conducted during this period 
were “intense [and] arms’-length.” Gen. Motors. 407 B.R. at 494. Because the Auto Task Force 
considered itself to be negotiating “[{]or New GM,” not “for Old GM,” the negotiations between 
the Auto Task Force and Old GM were “[c]ontentious, often difficult, sometimes exasperating.” 
See id. Ex. Mat 15:23-16:5, 87:2-88:6; Ex. Lat 181:3-8. 

Negotiating the details of the proposed sale required the Auto Task Force to deal with 
“thousands of issues” in an “extraordinarily short period of time.” See Ex. M at 295:13-16. 
Viewing itself as having “a fiduciary duty to use taxpayer dollars in the most appropriate way,” 
the Auto Task Force sought to limit the expenditure of public funds to the minimum necessary to 
“get the deal done.” See id. at 123:6-7, 361:20-24; Ex. L at 183:21-22. Accordingly, the 
standard that the Auto Task Force applied in evaluating particular aspects of the proposed sale 
was whether a particular action was “commercially necessary,” “commercially reasonable," or 
“commercially the right thing to do," i.e., something that “a commercial buyer would do in this 
instance.” See Ex. Mat 17:9-19,32:8-15,39:19-40:4.40:19-41:2,46:17-24,52:13-18, 123:4-5, 
156:21-157:2, 291:8-16; 292:15-18, 31 1:9-11; Ex. L at 1 1 1:1 1-15. 
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In view of the foregoing, the question that the Auto Task Force asked whenever anyone 
suggested that a particular liability of Old GM be assumed by New GM was “what’s the 
commercial basis, the commercial need for that liability to be brought to [New GM], why would 
a buyer buy that liability if he or she didn’t have to.” Ex. M at 88:18-25. The Auto Task Force 
answered this question by seeking to bring over to New GM only those liabilities of Old GM that 
it “thought were commercially necessary,” i.e., necessary “in order for [New GM] to operate,” 
and by seeking to “[leave] behind at Old GM” all other liabilities of Old GM. See id. at 263:20- 
23, 276:22-277:8, 291:10-16, 294:2-10, 302:16-19; Ex. Lat 102:25-103:2, 1 1 1:23-25, 135:16- 
22, Accordingly, the Auto Task Force was forced to overlook whether a particular person or 
group would be harmed, even “tragic[ally],” if a particular liability were not brought over to New 
GM. See Ex. L at 126:4-9. In conducting its operations, the Auto Task Force did not attempt to 
use “[New] GM or Chrysler as an instrument of broader government policy” because doing so 
would have been “inconsistent” with its goal of “promoting strong and viable companies, which 
[could] be profitable and contribute to economic growth and jobs without Government support as 
quickly as possible.” See Ex, I at 6. 

By June 1, 2009, the negotiations among Old GM, other interested parties, and the Auto 
Task Force had produced a plan under which New GM would acquire “the bulk of [the] assets” 
of Old GM and assume “some, but only some, of [Old GM’s] liabilities.” See Oen. Motors, at 
473, 496 (emphasis omitted). The liabilities that New GM would assume w'ould include “all 
employment-related obligations and liabilities [of Old GM] under any assumed employee benefit 
plan relating to employees that arc or were covered by the UAW collective bargaining 
agreement” but would not include any “employment-related obligations not otherwise assumed, 
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including, among other obligations, those arising out of the employment, potential employment, 
or termination of any individual (other than an employee covered by the UAW collective 
bargaining agreement) prior to or at the closing.” Id. at 482. “[M]ost of [UST’s] loans to the Old 
GM” would be converted into 60.8% of the common stock of New GM and other securities. See 
Ex. K at 3. The other owners of the common stock of New GM would be the Government of 
Canada ( 1 1.7%); a new VESA Trust ( 1 7.5%); and Old GM for the benefit of its unsecured 
creditors (10%). See Gen. Motors, 407 B.R. at 482-83; Ex. L at 128:21-25; Ex. N. The federal 
government would commit “approximately $30.1 billion of additional federal assistance from 
[TARP],” thus becoming “GM’s largest pre- and post-petition creditor." Ex. I at 3; Gen. Motors, 
407 B.R. at 473. 

On June 1, 2009, Old GM “filed its chapter 1 1 petition" and moved for approval of the 

proposed sale under § 363. Gen. Motors, 407 B.R. at 473, 479; Ex. M at 78:25-79:6. On the 

same day, the President announced that “GM and its stakeholders,” “[wjorking with [thejAuto 

Task Force,” “ha[d] produced a viable, achievable plan that will give this iconic American 

company a chance to rise again.” Ex. O at 2. Reiterating that “[w]hat we are doing - what I have 

no interest in doing is running GM,” the President said: 

GM will be run by a private board of directors and management team with a track 
record in American manufacturing that reflects a commitment to innovation and 
quality. They - and not the government - will call the shots and make the 
decisions about how to turn this company around. The federal government will 
refrain from exercising its rights as a shareholder in all but the most fundamental 
corporate decisions. When a difficult decision has to be made on matters like 
w'herc to open a new plant or what type of new car to make, the new GM, not the 
United States government, will make that decision. 

Id. 
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USW, lUE, and the International Union of Operating Engineers (lUOE) objected to the 
proposed sale on the ground that New GM would be assuming liability for medical and life 
insurance benefits owed by Old GM to retirees of Old GM represented by UAW but not for 
medical and life insurance benefits owed by Old GM to retirees of Old GM represented by USW, 
lUE, or lUOE. Overruling that objection, the court acknowledged that “UAW retirees [would] 
get a better result, after is said and done, than [USW, lUE, or lUOE retirees].” Gen. Motors, 407 
B.R, at 5 1 2. How'ever, the court held that the disparity in treatment did not result from “a 
conscious decision” that “retirees [of USW, lUE, and lUOE] would not be offered as good a deal 
as others” and said; 

[A]s a matter of reality, [New GM] needs a properly motivated workforce to 
enable [it] to succeed, requiring it to enter into satisfactory agreements with the 
UAW - which includes arrangements satisfactory to the UAW for UAW retirees. 

And [New GM] is not similarly motivated, in triaging its expenditures, to assume 
obligations for retirees of unions whose members, with little in the way of 
exception, no longer work for GM. 

* * * * [USX], in making hard decisions about where to spend its money 
and make New GM as viable as possible, made business decisions that it was 
entitled to make, and the fact that there were so few [employees represented by 
USW, lUE, or lUOE] still working for GM was an understandable factor in that 
decision. 


Id. 

Accordingly, the court approved the proposed sale under § 363 by decision dated July 5, 
2009. Gen. Morons, 407 B.R. at 520. The sale was completed on July 10, 2009. See Ex, I at 3. 
By statement dated July 13, 2009, defendant Geithner announced that “the government [would 
be] transitioning its role away from restructuring to monitoring this vital industry and protecting 
the substantial investment the American taxpayers have made in GM, Chrysler, and GMAC.” 
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Ex, H. On July 27, 2009, defendant Bloom told the Congressional Oversight Panel’ that, “[a]s a 
common shareholder [in New Chrysler and New GM], the government [would] only vote on core 
governance issues, including the selection of a company’s board of directors and major corporate 
events or transactions,” and that, “[wjhile protecting taxpayer resources, the government 
intend[ed] to be extremely disciplined as to how it intend[ed] to use even those limited rights.” 
Ex. I at 7 (emphasis omitted). 

E. The Agreement of New GM to Make Supplemental Payments to Certain 
Retirees of Delphi Represented by UAW 

The subject of “the Delphi pensions” was “probably first raised” in a conversation between 
PBGC and the Auto Task Force “in maybe April of2009.” Ex. D at 156:10-18. However, the 
Auto Task Force did not raise the subject with Old GM “until, you know, the middle of May or 
even the last half of May of 2009.” Id. at 156:19-22. The role that the Auto Task Force sought to 
play with respect to those pensions was to “act[] as sort of facilitator and intermediary between 
the PBGC and General Motors.” Ex. D at 155:20-25. The outcome that the Auto Task Force 
anticipated with respect to the pensions was “an agreement where the [Delphi] salaried plan 
would get terminated and taken over by the PBGC and General Motors would assume liability for 
the [Delphi] hourly plans.” W. at 159:10-160:2, As the Auto Task Force has explained: 

We thought there was a reasonable argument for General Motors, 
particularly on the UAW side, that since most of the likely outcomes would have 
some of the UAW plans coming back to General Motors that it would be 
problematic for General Motors to sort of push the termination of the hourly plan 
related to the UAW. * * * * 


’ Established by EESA, the Congressional Oversight Panel is “an establishment in the 
legislative branch” that 'Tevicw[s] the current state of the financial markets and the regulatory 
system and submit[s] [certain] reports to Congress.” EESA §§ 125(a), (b), 122 Stat. 3791 . 
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When the plans got transferred to Delphi in ‘99, the [salaried] plan was a 
fully flinded plan at that point. We didn’t think it made sense for General Motors 
to take that plan back under its umbrella. And the hourly plans were not fully 
funded at that time, so we thought it was a little bit after different circumstance. 

Id. at 161:15-162:15. 

On or about June 3, 2009, Old GM advised the Auto Task Force that 

they had assumed [the Delphi hourly plan] would get terminated but that they 
would honor the top-up guarantee with respect to the UAW, and that that that was 
something that, in their bargaining with the UAW around the General Motors 
bankruptcy and the new UAW agreement, that they had agreed to bring that across 
to new General Motors and they were prepared to honor that obligation. 

See Ex. D at 168:21-25, 176:3-12. 

However, Old GM further advised the Auto Task Force that New GM did not intend to 

assume liability for the Delphi hourly plan as a whole because “[it] had not built into [its] business 

plan sufficient funding to take on [that plan], and [it was] concerned about the impact of that on 

[its] own reorganization.” See Ex. D at 169:5-14. After conducting its own analysis, the Auto 

Task Force reached the same conclusion, i.e., that the Delphi hourly plan “was a 3 billion-dollar 

liability that [New GM] could not afford.” Id. at 183:5-184:15. 

F. The Resolution of the Delphi Bankruptcy and the Agreement of New GM to 
Make Supplemental Payments to Certain Retirees of Delphi Represented by 
USW or lUE 

On June 16, 2009, Delphi filed a modified plan of reorganization in its bankruptcy 
proceedings. Ex. P at 1-2. As approved by the court on July 30, 2009, the modified plan called 
for “the acquisition of substantially all of [the] global core businesses [of Delphi] by a group of 
private investors” and the acquisition of Delphi’s “non-core steering business and certain US 
manufacturing plants” by an affiliate ofNew GM. See In re Delphi, 2009 WL 2482146, at ’"37 
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(Bankr. S.D.N.Y. July 30, 2009); Ex, Q at 1. The modified plan was “substantially 
consummated” on October 6, 2009. Ex. Q at 1. 

By agreement dated July 2 1, 2009, Delphi authorized PBGC to seek a court order 
permitting the Delphi hourly plan to be terminated. Ex. P, Ex. 1 Ij 3(b). By the same agreement, 
Delphi agreed to execute agreements with PGBC terminating the other Delphi pension plans, 
including the pension plan for salaried retirees, and placing those plans under the trusteeship of 
PBGC for the purpose of the payment of benefits. Id., Ex, 1 3(a), (b)(i). Referencing the 

agreement between Delphi and PBGC, New GM issued a statement on July 21, 2009, addressing 
its "responsibility toward Delphi’s pension plans, given that many of those covered were [Old 
GM] employees prior to [Old GM’s] spinning oft' Delphi in 1999,” Ex. A at 1. Stating that Old 
GM had made "appropriate provisions for the plans at the time of the spin-off,” that Delphi had 
become “responsible for the plans from that point forward,” and that Old GM had agreed “[a]s a 
result of bargaining at the time of the spin-off^ to top-up pension benefits for certain limited 
groups of employees and retirees in the event that the Delphi hourly pension plan was 
terminated,” New GM announced that it would “honor the.se commitments,” just as it was 
honoring “other union agreements that it ha[d] assumed from the old GM,” Id. 

At or about this time. USW and lUE “assert[ed]” that “[New GM] and./or [Old GM]” were 
required to “continue to provide retiree medical benefits in accordance with [certain] collective 
bargaining agreements and [a certain] class settlement agreement” and further asserted that “[New 
GM] and/or [Old GM]” were required to “provide certain pension benefit guarantees in 
accordance with collectively bargained memorandums of understanding regarding establishment 
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or restructuring of Delphi,” See Ex. R at 1 . New GM and Old GM “den[ied]” those 
“assert[ions].” Id. 

By agreement with USW and lUE dated September 10, 2009, Old GM and New GM 
agreed to “resolve all claims regarding such matters,” “[a]fter due consideration of the factual and 
legal arguments regarding these issues, as well as the costs, risks, and delays associated with 
litigating [them].” Ex. Rat 1. Under the heading of “Pension Top-Up,” the agreement provided 
that New GM would make supplemental payments to retirees of Delphi represented by USW or 
lUE in accordance with the benefit guarantee agreements into which Old GM had entered with 
USW and FUE at the time of the Delphi spin off in 1999. See id. "I] 1 . However, the agreement 
further provided that no retiree of Delphi represented by the International Association of 
Machinists, International Brotherhood of Electrical Workers, certain locals of the Michigan 
Regional Council of Carpenters, International Brotherhood of Teamsters, International 
Brotherhood of Boilermakers, lUOE, or United Catering Workers would be “eligible for the 
Pension Top-Up regardless of tiieir election to participate in [certain] retiree health care and life 
insurance coverages contemplated by [this agreement],” Id. Tlf (l)(a), 5(a). 

ARGUMENT 

I. PLAINTIFFS DO NOT HAVE STANDING TO SUE TREASURY DEFENDANTS. 

“Constitutional standing requires a plaintiff to ‘allege personal injury fairly traceable to the 
defendant’s allegedly unlawful conduct and likely to be redressed by the requested relief.”’ Club 
Italia Soccer & Sports Org. v. Charter Twp. of Shelby, 470 F.3d 286, 291 (6th Cir. 2006) (quoting 
Allenv. llng/ir, 468 U.S. 737, 751 (1984)). The plaintiff “bears the burden of demonstrating 
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standing and must plead its components with specificity.” Campbell v. PM! Food Equip. Group, 
509 F.3d 776, 783 (6th Cir. 2007). 

“[W]hen the plaintiff is not himself the object of the government action or inaction he 
challenges, standing is not precluded, but it is ordinarily ‘substantially more difficult’ to 
establish.” Lujan v. Def. of Wildlife, 504 U.S. 555. 562 (1992) (quoting /I /fen, 468 U.S. at 758). 
Accordingly, a plaintiff who wishes to contest another person’s receipt of a benefit must allege 
that he or she has been injured by the other person’s receipt of that benefit and must further allege 
that he or she would have been entitled to the benefit even if the other person had not received it. 
See, e.g., Hoopa Valley Tribe v. United States, 86 Fed. Cl. 430 (2009); Day v. Bond, 500 F.3d 
1 1 27 ( 1 0th Cir. 2007). In Hoopa Valley, an Indian tribe and its members were held to lack 
standing to challenge the government’s “distribution to [another tribe] of certain monies from a 
trust fund created by [a particular statute]” because “[the] Plaintiffs already ha[d] received the 
amount of the Fund to which they [were] entitled, and could not be injured by distribution of 
monies to which they ha[d] no right.” 86 Fed. Cl. at 436. In Day, individuals who were required 
to pay out-of-state tuition to attend state universities in Kansas were held to lack standing to 
challenge a Kansas statute pennitting “certain illegal aliens to qualify for in-state tuition rates” 
because: 

( 1 ) the record contained no evidence of “any causal relationship between the tuition 
cost imposed on Kansas’ public universities by [the statute] and nonresident tuition 
rates imposed on the Plaintiffs”; 

(2) the record contained no evidence that “Kansas public universities’ budgets [were] a 
zero-sum game or that the higher nonresident tuition rates that illegal aliens would 
pay in the absence of [the statute] would even be available for redistribution 
[through] tuition reductions or educational serx'ices benefitting nonresident 
students like the Plaintiffs”; and 
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(3) none of the plaintiffs would “be eligible to pay resident tuition under [the statute] 
even if the allegedly discriminatory test of [the statute] favoring illegal aliens were 
stricken” because none of the plaintiffs “attended Kansas high schools for at least 
three years and either graduated from a Kansas high school or received a Kansas 
GED certificate.” 

500F,3dat 1130, 1133-35, 1139. 

In this case, plaintiffs do not allege that they have lost any benefits as a result of the 
agreement of New GM to make supplemental payments to certain retirees of Delphi represented 
by UAW, USW, or lUE. Neither do plaintilTs allege that they have suffered any other ‘“personal 
injury fairly traceable to [that agreement],’” much less any injury ‘“likely to be redressed by the 
requested relief.’” See Club Italia, 470 F.3d at 291 (quoting 468 U.S. at 758). To the 
contrary, the sole allegation that plaintiffs make with respect to the agreement is that it “has 
benefited union-affiliated retirees.” 1st Am. Compl. 59. That allegation is not an allegation of 
injury. As plaintiff Dennis Black has said: “We don’t begrudge the union retirees. We’re happy 
they have remained whole; they earned it.” Ex. S at 2. 

Because plaintiffs do not allege that they have been injured by the agreement, they do not 
have standing to challenge it. See Club Italia, 470 F.3d at 291 . Much less do they have standing 
to challenge the role that anyone may have played in bringing it into existence. As to Treasury 
Defendants, this action should therefore be dismissed. 

11. NO DENIAL OF EQUAL PROTECTION, FREEDOM OF ASSOCIATION, OR 

FREEDOM OF SPEECH HAS TAKEN PLACE HERE BECAUSE NEW GM HAS 
NOT ACTED AS A GOVERNMENT INSTRUMENTALITY. 

“[A] private actor [cannot] actionably suppress first amendment rights nor violate the due 

process clause.” Albright v. Longview Police Dep't, 884 F.2d 835, 841 (5th Cir. 1989). 

Accordingly, private entities “will not be held to constitutional standards unless ‘there is a 
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sufficiently close nexus between the State and the challenged action of the regulated entity so that 
the action of the latter may be fairly treated as that of the State itself.’” Am. Mfrs. Mut Ins. Co. v. 
Sullivan, 526 U.S. 40, 52 (1999) (quoting Jackson v. Metro. Edison Co., 419 U.S. 345, 350 
( 1 974)). “The Supreme Court has established four tests for determining whether the challenged 
conduct may be fairly attributable to the State.” Vistein v. Am. Registry of Radiological Tech., 

342 F. App’x 113, 127 (6th Cir. 2009). “Those tests arc (1) the public function test; (2) the state 
compulsion test; (3) the symbiotic relationship or nexus test; and (4) the entwinement test.” Id. 

In this case, plaintiffs allege that New GM acted as a government instrumentality under the 
entwinement test and the state compulsion test when it agreed to make supplemental payments to 
certain retirees of Delphi represented by UAW, USW, or lUE. See 1 st Am. Compl. ^ 62. As is 
shown below, however, New GM did not act as a government instrumentality under either test. 

A. New GM Did Not Act as a Government Instrumentality Under the 

Entwinement Test When It Agreed to Make Supplemental Payments to 
Certain Retirees of Delphi Represented by UAW, USW, or lUE. 

“The entwinement test requires that the private entity be ‘entwined with governmental 
policies’ or that the government be ‘entwined in [the private entity’s] management or control.’” 
Vistein, 342 Fed. App’x at 128 (quoting Brentwood Acad. v. Tenn. Secondary Sch. Ath. Ass'n, 531 
U.S. 288, 298 (2001)). The “crucial inquiry under the entwinement test is whether the ‘nominally 
private character’ of the private entity ‘is overborne by the pervasive entwinement ofpublic 
institutions and public officials in its composition and workings [such that] there is no substantial 
reason to claim unfairness in applying constitutional standards to it.”' Id. (quoting Brentwood, 

531 U.S. at 298). 
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In this case, plaintiffs allege that New GM acted as a government instrumentality under the 
entwinement test when it agreed to make supplemental payments to certain retirees of Delphi 
represented by UAW, USW, or lUE because “the U.S. Government * * * was GM’s largest pre- 
and post-petition creditor” and because UST became the owner of 60,8% of New GM’s common 
stock in connection with the sale of Old GM’s assets under § 363. See 1st Am. Compl. 1] 62; Gen. 
Motors, 407 B.R. at 473; Ex. K at 3. However, “the primary purpose of the corporate form is to 
prevent a company’s owners, whether they are persons or other corporations, from being liable for 
the activities of the company.” Cent. States, S.E. & S. W Areas Pension Fund v, Reimer Express 
World Corp., 230 F.3d 934, 944 (7th Cir. 2000). Accordingly, “a company’s owners reasonably 
expect that they cannot be held liable for the faults of the company,” so long as the owners do not 
“exercise an unusually high degree of control over the [company]” and the “corporate formalities 
have been observed.” See id. at 943, 944. For these reasons, “[t]he Government may subsidize 
private entities without assuming constitutional responsibility for their actions.” San Fran. Arts & 
Ath.. Inc. V. U.S. Olympic Comm., 483 U.S. 522, 544 (1987). 

In this case, the government has taken great pains to maintain Old GM and New GM as 
entities separate from itself. When the President announced on March 30, 2009, that “[his] team 
[would] be working closely with [Old] GM [over the next 60 days] to produce a better business 
plan," he made a point of stating that “the United States Government” had “no interest in running 
GM” and “no intention of [doing so].” Ex, J at 2. The negotiations that the Auto Task Force 
conducted with Old GM between March 30 and June 1, 2009, were “[cjontentious, often difficult, 
[and] sometimes exasperating,” i.c., “intense [and] arms’-length.” Ex. L at 181:3-8; Gen. Motors, 
407 B.R. at 494. When the President announced on June 1, 2009, that a plan had been negotiated 
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that would “give this iconic American company a chance to rise again," he reiterated that “we 
* * * have no interest in * * * running GM,’’ and underscored that point by saying that “[New] 

GM [would] be run by a private board of directors and management team”; that “[tjhcy - and not 
the government - [would] call the shots and make the decisions”; and that “[t]hc federal 
government [would] refrain from exercising its rights as a shareholder in all but the most 
fundamental corporate decisions.” Ex. O at 2. Defendant Bloom reiterated the restraint that the 
government would exercise as a shareholder of New GM in the statement that he made to the 
Congressional Oversight Panel on July 27, 2009. See Ex. I at 7. 

In Brentwood Academy v. Tennessee Secondary School Athletic Ass 'n, 531 U.S. 288 
(2001), “a statew'ide association incorporated to regulate intcrscholastic athletic competition 
among public and private secondary schools” was held to have “engage[d] in state action when it 
enforce[d] a rule against a member school” because 84% of its members were “public schools 
represented by their officials acting in their official capacity to provide an integral element of 
secondary public schooling”; because members of the State Board of Education were “assigned ex 
officio to serve as members of [the association’s governing bodies]”; and because “ministerial 
employees” of the association were “treated as state employees to the extent of being eligible for 
membership in the state retirement system.” Id. at 290, 292, 299-300 (internal quotation marks 
omitted). Nothing similar to Brentwood has happened here. Accordingly, no basis exists for 
plaintiffs’ contention that New GM was acting as a government instrumentality under the 
entwinement test w'hen it agreed to make supplemental payments to certain retirees of Delphi 
represented by UAW, USW, or lUE. 
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B. New GM Did Not Act as a Government Instrumentality Under the State 

Compulsion Test When It Agreed to Make Supplemental Payments to Certain 
Retirees of Delphi Represented by UAW, USW, or lUE. 

“The state compulsion test requires that a State has ‘exercised such coercive power or has 
provided such significant encouragement, either overt or covert, that the choice must in law be 
deemed to be that of the State.’” Vistein, 342 F. App’x at 127-28 (quoting Blum v. Yaretsky, 457 
U.S. 991, 1004 (1982)). “More than mere approval or acquiescence in the initiatives of the 
private party is necessary to hold the State responsible for those initiatives.” Id. Accordingly, the 
state compulsion test is not met by the government’s entering into a tax-abatement agreement that 
permits a company to close a plant and terminate certain of its employees if “[n]o state law or any 
state entity required [the company]” to enter into the agreement, close the plant, or terminate the 
employees. Campbell, 509 F.3d at 784. Neither is the state compulsion test met by the 
government’s “provid[ing] a significant portion of the funding of [a corporation]” if the 
government does not choose the members of the corporation’s board of trustees, does not choose 
its executive director, does not make “personnel policies or decisions for [the corporation],” and 
does not play any other role in the corporation’s “day-to-day operation.” Wolotsky v. Huhn, 960 
F.2d 1.331, 1335, 1336 (6th Cir. 1992). 

In this case, plaintiffs allege that New GM acted as a government instrumentality under the 
state compulsion test when it agreed to make supplemental payments to certain retirees of Delphi 
represented by UAW', USW, or lUE because the government was “extensively involved in 
questions related to the outcome of pension benefits to Delphi’s retirees,” exerted “significant 
pressure” on New GM to persuade it to make those payments, and did so “in connection with 
governmental policies that were politically motivated.” See 1st Am. Compl. 37, 62. These 
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allegations are unfounded. The issue of “Delphi’s pensions” was but one of “thousands of issues” 
with which the Auto Task Force was required to deal “in an extraordinarily short period of time.” 
See Ex. D at 155:9:156:22; Ex. M at 295:13-16. In considering those issues, the Auto Task Force 
avoided “[ujsing GM * * * as an instrument of broader government policy” because its doing so 
would have been “inconsistent" with its goal of “promoting [a] strong and viable compan[y], 
which [could] be profitable and contribute to economic growth and jobs without Government 
support as quickly as possible.” Ex. I at 6. In addition, the Auto Task Force did not dictate what 
should be done with the Delphi pensions. Although the Auto Task Force anticipated initially that 
New GM would assume liability for the Delphi hourly plan as a whole, New GM made different 
arrangements, and the Auto Task Force went along. See Ex. D at 159:22-160:2, 176:3-15, 183:5- 
184:15. 

Accordingly, the impetus for New GM’s agreeing to make supplemental payments to 
certain retirees of Delphi represented by UAW, USW, or lUE came from UAW, USW, and lUE, 
not from the Auto Task Force. “[Ajs a matter of reality, [New GM] nced[cd] a properly 
motivated workforce to enable [it] to succeed, requiring it to enter into satisfactory agreements 
with the UAW - which incliide[d] arrangements satisfactory to the UAW for UAW retirees.” 

Gen. Motors, 407 B.R. at 5 12. In addition, USW and lUE threatened New GM with “the costs, 
risks, and delays associated with litigat[ion]” if New GM did not enter into an agreement with 
USW and lUE to resolve certain “assert[ions]” that they made. Ex. Rati. For these reasons, 
UAW, USW, and lUE possessed “negotiating leverage” that made it “commercially necessary and 
reasonable” for New GM to agree to honor the benefit guarantee agreements into which Old GM 
had entered at the time of the Delphi spin off. See Ex. M at 98:19-100:2, 291 :8-16. 
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In view of the foregoing, New GM did not act as a government instrumentality under the 

state compulsion test when it agreed to make supplemental payments to certain retirees of Delphi 

represented by UAW, USW, or lUE because the Auto Task Force did not ‘“exercise[] such 

coercive power’” or “‘provide[] such significant encouragement”' that ‘“the choice must in law' be 

deemed to be that of [the government].’” See Vistein, 342 F. App’x at 1 27-28 (quoting Blum, 457 

U.S. at 1004). For that reason, this action should be dismissed as to Treasury Defendants. 

III. NO DENIAL OF EQUAL PROTECTION, FREEDOM OF ASSOCIATION OR 
FREEDOM OF SPEECH HAS TAKEN PLACE HERE EVEN ASSUMING, 
ARGUENDO, THAT NEW GM HAS ACTED AS A GOVERNMENT 
INSTRUMENTALITY. 

A. No Denial of Equal Protection Has Taken Place Here. 

“Although it contains no Equal Protection Clause as does the Fourteenth Amendment, the 
Fifth Amendment’s Due Process Clause prohibits the Federal Government from engaging in 
discrimination that is ‘so unjustifiable as to be violative of due process.’” Schlesinger v. Ballard, 
419 U.S, 498, 500 n.3 (1975) (quoting Bolling v. Sharpe, 347 U.S. 497, 499 (1954)). In this case, 
plaintiffs allege that New GM has discriminated against them on the basis of “their decision not to 
associate with a union” by agreeing to make supplemental payments to certain retirees of Delphi 
represented by UAW, USW, or lUE, but not to them. 1st Am. Compl. f 60. Based on that 
allegation, plaintiffs allege that New GM has denied them equal protection. Id. For two reasons, 
plaintiffs arc mistaken even assuming, arguendo, that New GM acted as a government 
instrumentality when it agreed to make those payments. 

First, the criterion that New GM has used in deciding which retirees of Delphi should 
receive supplemental payments has not been whether a particular retiree made a decision to 
“associate with a union.” See 1st Am. Compl. f 60. Instead, the criterion that New' GM has used 
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has been whether a particular retiree was covered by one of the benefit guarantee agreements into 
which Old GM entered with UAW, USW, or lUE at or about the time of the spin off of Delphi 
from Old GM in 1999. Accordingly, New GM has not agreed to make supplemental payments to 
any retiree of Delphi represented by the International Association of Machinists, International 
Brotherhood of Electrical Workers, certain locals of the Michigan Regional Council of 
Carpenters, International Brotherhood of Teamsters, International Brotherhood of Boilermakers, 
rUOE, or United Catering Workers. See Ex. R 1(a), 5(a), Neither has New GM agreed to 
make supplemental payments to any retiree of Delphi represented by UAW, USW, or lUE unless 
that retiree had “unbroken seniority and [w'as] employed by [Old] GM under the terms of the 
[then-current national agreement between Old GM and UAW, USW, or lUE] as of the spin-off of 
Delphi from [Old] GM on May 28, 1999.” See Ex. B, Ex, 99.2 at 1, Ex, 99.4 at 1, Ex, 99.5 at 1. 

Second, neither “union members” nor “non-union members” arc “protected class[es] for 
purposes of equal protection analysis.” Hoke Co. v. TVA, 854 F.2d 820, 828 (6th Cir. 1988). 
Accordingly, government action based on union membership need only be ‘“rationally related to a 
legitimate governmental interest’” in order to withstand equal protection scrutiny. Hemy v. 

Metro. Sewer Dht., 922 F.2d 332, 341 (6th Cir. 1990) (quoting Hoke, 854 F,2d at 828) (internal 
quotation marks omitted). “This standard of review is typically quite deferential.” Lyng v. UA W, 
485 U.S. 358, 370 (1988). Accordingly, “the relevant inquiry for [a] court in reviewing [an] equal 
protection claim [under the rational basis standard] is whether an impartial lawmaker could 
logically believe that the [challenged] classification would serve a legitimate public purpose that 
transcends the harm to the members of the disadvantaged class.” Hoke, 854 F.2d at 829. In 
addition, the application of the rational basis standard does not require the defendant to “offer any 
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rational basis” for the challenged classification “so long as as th[e] Court can conceive of one.” 
Club Italia, 470 F.3d at 299. As a result, “the burden falls entirely to [the] Plaintiff to show there 
is no rational basis, not the other way around,” Id. 

In this case, plaintiffs allege that the decision of New GM to make supplemental payments 
to certain retirees of Delphi represented by UAW, USW, or IDE but not to plaintiffs is not 
“support[ed]” by any “relevant extenuating circumstances.” 1st Am. CompI, 59, 60. Plaintiffs 
are mistaken. The possibility of collapse that Old GM and Chrysler faced in December 2008 
threatened the economy of the United States with “a potentially crippling blow,” i.e., the possible 
elimination of“nearly 1.1 million jobs.” Ex. F at 3. The plans to “restructure, to modernize, and 
to make themselves more competitive” that Old GM and Chrysler submitted to the government in 
February 2009 did not “go[] far enough to warrant the substantia! new investments that these 
companies [were] requesting,” Ex, J at 1. Because the government could not “let our auto 
industry simply vanish,” both companies were offered “a limited additional period of time to work 
with creditors, unions, and other stakeholders to fundamentally restructure in a way that would 
justify an investment of additional taxpayer dollars.” Id.. After speaking to “dozens of experts, 
advisors, consultants, industry experts, who collectively had thousands of years of experience in 
the automotive industry, as well as, obviously, the management team at great length,” the Auto 
Task Force concluded that the only way to achieve “[Old GM’s] primary goals and [UST’s] 
primary goals of having a viable GM” was for Old GM to file a petition for reorganization under 
Chapter 1 1 of the Bankruptcy Code and to move for an order under §363 of the Bankruptcy Code 
permitting the sale of the assets of Old GM to a “Treasury-sponsored entity,” New GM. See Ex. L 
at 182:19-183:1 1, 192:16-17; Ex. M at 14:1-15:21. A sale under § 363 offered the possibility of 
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“speed, certainty and the ability to leave behind liabilities that a commercial buyer would not want 
to have in the new company." Ex. M at 120:18-25. Accordingly, the aim of the Auto Task Force 
in negotiating the details of the proposed sale under § 363 was to structure a transaction in which 
New GM would assume only those liabilities of Old GM that were “commercially necessary,” i.e., 
necessary “in order for [New GM] to operate.” See id. at 263:20-23, 21 6:22-211 291:10-16, 
294:2-10,302:16-19; Ex. L at 102:25-103:2, 1 11:23-25, 135:16-22. 

In this case, Old GM entered into benefit guarantee agreements with UAW, USW, and 
lUE at or about the time of the Delphi spin off in 1 999 that obligated it under certain 
circumstances to pay supplemental benefits to certain retirees of Delphi represented by UAW, 
USW, or lUE. See Ex. B, Ex. 99.2 f (e). Ex. 99.4 ^ (e). Ex. 99.5 1] (e). However, Old GM never 
became obligated under any circumstance to make supplemental payments to any other retiree of 
Delphi, including any retiree who had been a salaried employee of Delphi. New GM “need[ed] a 
properly motivated workforce to enable [it] to succeed.” See Gen. Motors, 407 B.R. at 512. In 
addition, New GM wished to avoid “the costs, risks and delays associated with litigating” its 
alleged obligation to retirees represented by USW and lUE. See Ex, R at 1. Accordingly, New 
GM had solid commercial reasons to agree to make supplemental payments to those retirees of 
Delphi, represented by UAW, US W, or fUE, who came within the purview of the benefit 
guarantee agreements. However, New GM never had any reason “in triaging its expenditures” to 
agree to make supplemental payments to other retirees of Delphi, including plaintiffs. See Gen. 
Motors, 407 B.R. at 512. Accordingly, the exclusion of plaintiffs from the universe of retirees of 
Delphi to whom New GM has agreed to make supplemental payments was, and is, a permissible 
action under the rational basis test. Plaintiffs equal protection claim should therefore be 
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dismissed even assuming, arguendo, that New GM acted as a government instrumentality when it 
agreed to make supplemental payments to certain retirees of Delphi represented by UAW, USW, 
lUE. 

B. No Denial of Freedom of Association Has Taken Place Here. 

Government action that does not “‘directly and substantially interfere’” with the “ability 
[of employees] not to associate in a union” does not deprive them of their right to freedom of 
association. Hoke, 854 F.2d at 828 (quoting Lyng, 485 U.S. at 366). Accordingly, the 
government does not deprive the employees of a non-unionized company of their right to freedom 
of association by awarding a contract for the purchase of goods to a unionized company because 
the awarding of the contract does not “require an exaction from any individual, coerce any belief, 
or require [the] employees to become unionized.” Id. In the same way, the granting of 
“exclusive privileges” to a union that represents the majority of an agency’s employees does not 
“in any way impair the independent rights of other groups of [employees] to exercise their First 
Amendment rights in the context of the [work] setting.” Memphis Am. Fed'n of Teachers v. Bd. 
ofEdtic., 534 F.2d 699, 702 (6th Cir. 1976). 

On the theory that New GM acted as a government instrumentality when it agreed to make 
supplemental payments to certain retirees of Delphi represented by UAW, USW, or TUB, plaintiffs 
allege that New GM has “unconstitutionally burdened [their] right to choose freely how and with 
whom to associate" by “inject[ing] undue favoritism into private labor relationships.” 1st Am. 
Compl. % 60. Even assuming, arguendo, that the “injection of undue favoritism into private labor 
relationships” violates the Constitution, no such injection of “undue favoritism” has taken place 
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here.'“ The sole retirees of Delphi to whom New GM has agreed to make supplemental payments 
are certain retirees of Delphi who had “unbroken seniority and were employed by [Old] GM under 
the terms of the [then-current national agreement between Old GM and UAW, USW, or lUE] as 
of the spin-off of Delphi from [Old] GM on May 28, 1999.” See Ex. B, Ex. 99.2 at I, Ex. 99.4 at 
1 , Ex. 99.5 at 1 . Accordingly, plaintiffs could not make themselves eligible for the supplemental 
payments that New GM has agreed to make to certain retirees of Delphi represented by UAW, 
USW, or lUE by joining UAW, USW, or lUE today. In view of that fact, New GM has not given 
plaintiffs any incentive to join UAW, USW, or lUE, much less interfered in any “‘direct]] or 
substantial’” way “with [their] ability not to associate in a union.” See Hoke, 854 F.2d at 828 
(quoting Lymg, 485 U.S. at 366). Plaintiffs’ freedom of association claim should therefore be 
dismissed. 

C. No Denial of Freedom of Speech Has Taken Place Here. 

On the theory that New GM acted as a government instrumentality when it agreed to make 
supplemental payments to certain retirees of Delphi represented by UAW, USW, or lUE, plaintiffs 
allege that its having agreed to do so has violated the “speech guarantees” of the First 
Amendment. 1st Am. Compl. Ti 60. However, plaintiffs do not explain how New GM’s having 
agreed to make those payments has violated any such guarantees. See id. Nor would any such 
explanation be persuasive. “‘[A]bove all else, the First Amendment means that government has 
no power to restrict expression because of its message, its ideas, its subject matter, or its content.” 

In Lyng v. UA W, 485 U.S. 360 (1988), a statute was held to withstand semtiny under 
the “equal protection component of the Due Process Clause” because the statute was “rationally 
related to the legitimate governmental objective of avoiding undue favoritism to one side or the 
other in private labor disputes” 485 U.S. at 364, 37 1 . No “private labor dispute]]” is implicated 
here. 
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Memphis Am. Fed 'n Teachers, 534 F,2d at 702 (quoting Police Dep ’t of Chicago v. Mosley, 408 

U.S. 92, 95 (1972)). However, the right of individuals to “express themselves about union 

matters free of coercion by the Government” is not abridged by government action that “requires 

no exaction from any individual”; “does not ‘coerce’ belief’ about union matters; and does not 

require individuals to “participate in political activities or support political views with which they 

disagree.” Lyng, 485 U.S. at 369. In this case, the agreement of New GM to make supplemental 

payments to certain retirees of Delphi represented by UAW, USW, or lUE does none of these 

things. Plaintiffs’ freedom of speech claim should therefore be dismissed. 

IV. PLAINTIFFS ARE NOT ENTITLED TO AN ORDER DIRECTING TREASURY 
DEFENDANTS TO PROVIDE FURTHER LOAN ASSISTANCE TO NEW GM OR 
AN AWARD OF DAMAGES AGAINST DEFENDANTS GEITHNER, RATTNER, 
OR BLOOM. 

A. Plaintiffs Are Not Entitled to an Order Directing Treasury Defendants to 
Provide Further Loan Assistance to New GM. 

“[P]ayments of money from the Federal Treasury are limited to those authorized by 

statute.” 0PM V. Richmond, 496 U.S. 414, 416 (1990). Accordingly, it is ‘“the duty of all courts 

to observe the conditions defined by Congress for charging the public treasury.’” Id. at 420 

(quoting Fed. Crop. Ins. Corp. v. Merrill, 332 U.S. 380, 385 (1947)). Because of that duty, “it 

would be most anomalous for a judicial order to require a Government official * * * to make an 

extrastatutory payment of federal funds.” Id. at 430. 

These principles apply to cases, like this one, in which constitutional claims are asserted. 

“[E]ven where the Constitution prohibits coercive governmental interference with specific 

individual rights, it ‘does not confer an entitlement to such funds as may be necessary to realize 

all the advantages of that freedom.’” Lyng, 485 U.S. at 369 (quoting Regan v. Taxation With 


31 



370 


Rep., 461 U.S. 540, 550 (1983)). Accordingly, ‘“a legislature’s decision not to subsidize the 
exercise of a fundamental right does not infringe the right”’ even if a particular group “would be 
much better off’ if the right were subsidized. Id. at 368 (quoting Regan, 46! U.S. at 549); see 
Hoke, 854 F.2d at 829 (similarly). 

In this case, plaintiffs seek certain “specific relief’ if the Court finds that the agreement of 
New GM to make supplemental payments to certain retirees of Delphi represented by UAW, 
USW, or lUE has denied them equal protection, freedom of association, or freedom of speech. 

1st Am. Compl. ^61. The relief that plaintiffs seek includes an order directing Treasury 
Defendants to direct New G.M to “Top-up’ the Salaried Plan in the same manner as it [allegedly] 
is topping up the union-affiliated plans, providing additional loan assistance to New GM if 
necessary.” Id. 61(a). However, plaintiffs request for an order directing Trca.sury Defendants 
to “provid[c] additional loan assistance to New GM if necessary” presupposes that plaintiffs have 
“‘an entitlement to such funds as may be necessary’” to remedy the denial of equal protection, 
freedom of association, and free speech that they allege. See Lyng, 485 U.S. at 368 (quoting 
Regan, 461 U.S. at 550). Plaintiffs have no such ‘“entitlement,” .see id., and the Court has no 
authority to give them one. See Richmond, 496 U.S. at 42 1 . Accordingly, plaintiffs are not 
entitled to an order directing 'freasury Defendants to “provid[e] additional loan assistance to Now 
GM” even assuming, arguendo, that any denial of equal protection, freedom of association, or 
freedom of speech has taken place here. 

B. Plaintiffs Are Not Entitled to an Award of Damages Against Defendants 
Geithner, Rattner, or Bloom. 

In Bivens i’. Si.x Unknown Named Agents of the Federal Bureau of Narcotics, 403 U.S. 

388 (1971), the Supreme Court ‘“recognized for the first time an implied private action for 
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damages against federal officers alleged to have violated a citizen’s constitutional rights.’” 
Ashcroft V. Iqbal, 129 S. Ct. 1937, 1947 (2009) (quoting Corr. Serv. Corp. v. Malesko, 534 U.S. 
61, 66 (2001)). In this case, plaintiffs allege that they are entitled to an award of compensatory 
and punitive damages against defendants Geithner, Rattner, and Bloom under Bivens because the 
agreement of New GM to make supplemental payments to certain retirees of Delphi represented 
by UAW, USW, or lUE has denied them equal protection. See 1st Am. Compl. f 64. However, 
the Bivens claim that plaintiffs seek to assert against defendants Geithner, Rattner, and Bloom is 
precluded by statute; fails to state a claim upon which relief can be granted; and is barred by the 
doctrine of qualified immunity. For all of those reasons, the claim should be dismissed. 

1. The Bivens Claim That Plaintiffs Seek to Assert Against Defendants 
Geithner, Rattner, and Bloom Is Precluded by Statute. 

Claims under Bivens are precluded by stahjte in cases where “Congress has put in place a 
comprehensive system to administer public rights, has ‘not inadvertently’ omitted damages 
remedies for certain claimants, and has not plainly expressed an intention that the courts preserve 
Bivens remedies.” Spagnola v. Mathis, 859 F,2d 223, 228 (D.C. Cir. 1 988) (en banc) 
(paraphrasing Schweiker v. Chilicky, 487 U.S. 412, 423 (1988)). In such cases, “[i]t is the 
comprehensiveness of the statutory scheme involved, not the ‘adequacy’ of specific remedies 
extended thereunder, that counsels judicial abstention.” Id. at 227. In accordance with these 
principles, the Supreme Court has “declined to recognize a Bivens claim involving the social 
security system, given the existence of a mechanism for the resolution of claims,” and other 
courts have held that “Bivens claims are not available in tax-related disputes because Congress 
has created a comprehensive statutory scheme which provides alternative remedies for the types 
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of wrongs that may otherwise be the subject of a Bivens claim.” Hook v. United States, 2008 WL 
4424811, at *8 (D, Colo. Sept. 25, 2008). 

In this case, plaintiffs contest the agreement of New GM to make supplemental payments 
to certain retirees of Delphi represented by UAW, USW, or lUE. However, New GM has agreed 
to make those payments as part of the reslrucmring of Old GM under the Bankruptcy Code. See 
Ex. D at 156:10-22, 161:15-162:15, 176:3-12: Ex. R at 1. Like the Tax Code, the Bankruptcy 
Code is “a comprehensive statutory scheme which provides alternative remedies for the types of 
wrongs that may otherwise be the subject of a Bivens claim.” See Hook, 2008 WL 44248 1 1 . 
Accordingly, the Bivens claim that plaintiffs seek to assert against defendants Geithner, Rattncr, 
and Bloom is precluded by statute. 

2. The Bivens Claim That Plaintiffs Seek to Assert Against Defendants 
Geithner, Rattncr or Bloom Fails to State a Claim Upon Which Relief 
Can Be Granted. 

“The factors necessary to establish a Bivens violation * * * vary with the constitutional 
provision at issue,” Iqbal, 129 S. Ct. at 1948. Where, as here, a Bivens claim is based on an 
alleged denial of equal protection, “the plaintiff must plead and prove that the defendant acted 
with discriminatory purpose.” Id. “[PJurposeful discrimination requires more than ‘intent as 
volition or intent as awareness of consequence.’” Id. (quoting Personnel Adm 'r v. Feeney, 442 
U.S. 256, 279 (1979)). “It instead involves a decisionmaker’s undertaking a course of action 
‘because of, not merely in spite of, [the action’s] adverse effects upon an identifiable group.’” Id. 
Accordingly, a plaintiff who wishes to state a claim under Bivens “must plead sufficient factual 
material” to show that an act of alleged discrimination was committed “for the puiqiosc of 
discriminating,” not merely for a “neutral” reason. See id. at 1948-49. 
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In this case, plaintiffs plead no “factual material” suggesting that defendants Geithner, 
Rattner, or Bloom have taken any action at any time “for the purpose of discriminating” against 
salaried retirees of Delphi, either because of “their decision not to affiliate with a union” or for 
any other reason. See Iqbal, 129 S. Ct. at 1948-49; 1st Am. Compl. 1{ 60. Accordingly, plaintiffs 
have failed to state a claim under Bivens against any of those defendants. See Iqbal, 129 S. Ct. at 
1948-49. 

3. The Bivens Claim That Plaintiffs Seek to Assert Against Defendants 
Geithner, Rattner, and Bloom Is Barred by the Doctrine of Qualified 
Immunity. 

Suing government officials under g;ve«i “exacts heavy costs in terms of efficiency and 
expenditure of valuable time and resources that might otherwise be directed to the proper 
execution of the work of the Government.” Iqbal, 129S. Ct. 1953. Accordingly, “[t]he doctrine 
of qualified immunity affords protection against individual liability for civil damages to officials 
'insofar as their conduct does not violate clearly established statutory or constitutional rights of 
which a reasonable person would have known.’” Henry, 922 F.2d at 339 (quoting Harlow v. 
Fitzgerald, 457 U.S. 800, 818 (1982)). The need for qualified immunity is particularly acute 
where, as here, officials are accused of having violated the Consitution while responding to a 
national or international emergency “unprecedented in the history of the American Republic.” 

See Iqbal, 129 S. Ct. at 1953 (internal quotation marks omitted). 

“A court evaluating a claim of qualified immunity ‘must first determine whether the 
plaintiff has alleged the deprivation of an actual constitutional right at all and, if so, proceed to 
determine whether that right was clearly established at the time of the alleged violation.’” Wilson 
V. Layne, 526 U.S. 603, 609 (1999) (quoting Conn v. Gabhert, 526 U.S. 286, 290 (1999)). “This 
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order of procedure is designed to ‘spare a defendant not only unwarranted liability, but 
unwarranted demands customarily imposed upon those defending a long drawn out lawsuit,’” 

Id. (quoting Seigert v. Gilley, 500 U.S. 226, 232 (1991)), If required, the second phase of 
analysis ‘“generally turns on the objective legal reasonableness of the [allegedly unlawful official 
action], assessed in light of the legal rules that were clearly established at the time it was taken.’” 
Id. at 614 (quoting Anderson v. Creighton, 483 U.S, 635, 639 (1987)) (internal quotation marks 
omitted). For purposes of the second phase of analysis, ‘“[tjhe contours of the right must be 
sufficiently clear that a reasonable official w'ould understand that what he is doing violates that 
right,”’ Id. (quoting Anderson, 483 U.S. at 640). “‘This is not to say that an official action is 
protected by qualified immunity unless the very action in question has previously been held 
unlawful, but it is to say that in the light of pre-existing law the unlawfulness must be apparent.’” 
Id. 

In this case, defendants Geithner, Rattner, and Bloom arc entitled to qualified immunity 
for two reasons. First, plaintiffs have not been “‘deprivjed] of an actual constitutional right,”’ 
See Wilson, 526 U.S. at 609 (quoting Conn, 526 U.S. at 290). No denial of equal protection has 
taken place here because New GM was not acting as a government instrumentality when it 
agreed to make supplemental payments to certain retirees of Delphi represented by UAW, USW, 
or rUE; because the criterion that New GM has used in deciding which retirees of Delphi should 
receive supplemental payments has not been whether a particular retiree made a decision to 
“associate with a union”; and because the exclusion of plaintiffs from the universe of retirees of 
Delphi to whom New GM has agreed to make supplemental payments was, and is, a permissible 
action under the rational basis test. See Points 11, III(A), supra. 
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Second, the ‘“legal rules’” that were ‘“clearly established’” at the time that New GM 
agreed to make the supplemental payments to certain retirees of Delphi represented by UAW, 
USW, or lUE would not have made it “‘apparent’” to a “‘reasonable official’” that the agreement 
of New GM constituted a denial of equal protection. See Wilson, 526 U.S. at 614 (quoting 
Anderson, 483 U.S. at 639, 640). To the contrary, the “‘legal niles”' that were “‘clearly 
established’” at the time of the agreement would have suggested that the agreement constituted 
no such a denial. Those rules were established by cases like Lyng v. UAW, 485 U.S. 360 (1988). 
In Lyng, certain unions and union members alleged that they were denied equal protection by a 
statute prohibiting any household from “becom[ing] eligible to participate in the food stamp 
program during the time that any member of the household [was] on strike” or from “increas[ing] 
the allotment of food stamps that it was receiving already because the income of the striking 
member ha[d] decreased.” 485 U.S. at 362. Finding that the statute possessed a rational basis 
that precluded its invalidation, the Court held that “protecting the fiscal integrity of Government 
programs, and of the Government as a whole, ‘is a legitimate concern of the State’”; that judicial 
review “of distinctions that Congress draws in order to make allocations from a finite pool of 
resources must be deferential, for the discretion about how best to spend money to improve the 
general welfare is lodged in Congress rather than the courts”; and that ‘“[f]iscal considerations 
may compel certain difficult choices in order to improve the protection afforded to the entire 
benefited class.’” Id. at 373 (quoting Ohio Bureau ofEmpL Serv. v. Hodory, 431 U.S. 471, 493 
(1977) & Harris V McRae, 448 U.S. 448 U.S. 297, 355 (1980) (Stevens, J., dissenting)). 

In this case, the agreement of New GM to make supplemental payments to certain retirees 
of Delphi represented by UAW, USW, or lUE, but not to make supplemental payments to other 
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retirees of Delphi, possessed ‘“objective legal reasonableness’” under ‘“the legal rules that were 
clearly established'” at the time of the agreement because New GM was a company with a “finite 
pool of resources" and because its “fiscal integrity” had to be “protect[ed]” if it was to have any 
“long-term prospect[] for success." See Wilson, 526 U.S. at 614 (quoting /Indm'on, 483 U.S. at 
639) (internal quotation marks omitted); Lyng, 485 U.S, at 373; Ex. J at 1. Accordingly, this case 
is one in which ‘“[f]iscal considerations * * * compelled] certain difficult choices in order to 
improve the protection afforded to the entire benefited class.’” See Lyng, 485 U.S. at 373 
(quoting Harris, 448 U.S. at 355). In view of these facts, the doctrine of qualified immunity 
would shield defendants Geithner, Rattner, and Bloom from liability under Bivens even 
assuming, arguendo, that any denial of equal protection took place here. 

CONCLUSION 

For the foregoing reasons, the motion of Treasury Defendants to dismiss or, in the 

alternative, for summary judgment should be granted. 

Respectfully submitted, 

TONY WEST 

Assistant Attorney General 

BARBARA L. McQUADE 

United States Attorney 

PETER A. CAPLAN 

Assistant United States Attomey 
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Ass’t Branch Dir., Dep’t of Justice, Civil Division 
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UNITED STATES DISTRICT COURT 
EASTERN DISTRICT OF MICHIGAN 
SOUTHERN DIVISION 


) No.2;09-cv-13616-AJT-DAS 

DENNIS BLACK, e/ a/., ) 

) [PROPOSED] ORDER 

Plaintiffs, ) 

) 

V. ) 

) 

PENSION BENEFIT GUARANTY ) 

CORPORATION, e/ a/., ) 

) 

Defendants. ) 

) 

Upon the motion of defendants U.S. Department of the Treasury, the Presidential Task 
Force on the Auto Industry, Timothy F. Geithner, Steven L. Rattner, and Ron A, Bloom 
(Treasury Defendants) to dismiss or, in the alternative, for summary judgment, the materials 
submitted in support thereof and in opposition thereto, and good cause having been shown, it is 
hereby ordered as follows: 

1 . The aforementioned motion of Treasury Defendants is hereby granted. 

2. This action is hereby dismissed as to Treasury Defendants. 


Date: 


UNITED STATES DISTRICT JUDGE 
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QUESTION FOR MR. BAROFSKY 

By Ranking Member Backus, Committee on Financial Services, participating by 
unanimous consent of the Committee: 

1 , In preparing your November 2009 Audit of the AIG counterparty payments, were you 
aware of the November 5, 2008 BlackRock presentation that was widely reported in the 
media on January 26, 2009, which clearly showed that Goldman Sachs was willing to tear 
up its CDS contracts with AIG, which would have saved the taxpayers billions? Why was 
the information contained in the BlackRock report withheld from your November audit of 
the AIG counterparty payment issue? 

Answer: 

SIGTARP did receive the Blackrock Solutions presentation dated November 5, 2008, and 
reviewed it as part of the audit process. Notwithstanding what may have been implied in media 
reports, the presentation does not suggest that Goldman Sachs would have been willing to tear up 
its CDS contracts with AIG, at least not without receiving huge payments of billions of dollars in 
return, and even then, under terms far different (and less advantageous to AIG and the Federal 
Reserve) than the structure of the Maiden Lane III transactions. 

The Blackrock Solutions presentation provided certain background information concerning the 
AIG counterparties’ CDS positions in anticipation of the FRBNY’s discussions with those 
counterparties, which occurred on November 6 and 7, 2008. The presentation, on page 12 (bates 
label FRBNYAIG00188), among other things, contains brief bullet point discussions of the 
following; 

• Goldman Sachs’ Negotiations with AIG in August 2008 : The presentation contained a 
brief discussion about AIG’s negotiations with Goldman Sachs that occurred in August 
2008, noting that Goldman Sachs was “the only counterparty willing to tear up CDS with 
AIG at agreed upon prices and retain CDO exposure.” The presentation goes on to note, 
however, that the difference between what AIG was willing to pay and what Goldman 
Sachs was willing to accept in exchange for tearing up the CDS contracts was $300 
million. This transaction did not contemplate AIG receiving the underlying CDOs. 

• Blackrock Solutions’ View About Goldman Sachs’ Willingness to Accent a Concession : 
The presentation goes on to speculate that Goldman Sachs “would likely accept a small 
concession . , in connection with the Maiden Lane III transaction. It proceeds, 
however, to note that Goldman Sachs’ exposure to AIG was limited to the difference 
between what Goldman Sachs had requested in collateral and what had been posted by 
AIG, and that the cost to hedge against this exposure would be, at most, 2% of the 
Goldman Sachs CDS portfolio. 

As events unfolded, neither of these issues had much impact on the actual negotiations. First, the 
negotiations between AIG and Goldman Sachs in August related to a different transaction than 
the FRBNY’s negotiations with Goldman Sachs in connection with Maiden Lane HI in 
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November. In August, AIG explored making a payment to Goldman Sachs in return for tearing 
up the CDS contracts in which Goldman Sachs would retain the underlying collateralized debt 
obligations (“CDOs”) — in other words, Goldman Sachs would agree to a large payout in cash 
in return for relieving AIG of any responsibility to make future payments on the CDSs, but 
Goldman Sachs would still keep the underlying CDO assets. According to the Blackrock 
Solutions presentation, the parties were still $300 million apart even for this more limited 
transaction. The November negotiations, on the other hand, were very different for two reasons: 
one, the basic economic terms were different, because the Maiden Lane III transactions (unlike 
the August discussions) included not only the termination of the CDSs, but also the transfer of 

the tinderlying CDOs (worth, in total, tens of billions of dollars) to the Federal Reserve thus 

significantly changing the calculus related to giving concessions; two, by November, the Federal 
Reserve had already bailed out AIG and provided AIG with billions of dollars which it then 
transferred to Goldman Sachs and the other counterparties in the form of additional collateral 
payments, which, according to both the Federal Reserve and Goldman Sachs, had a significant 
impact on the relative negotiation positions. 

Second, the Blackrock Solutions’ opinion that Goldman Sachs would likely agree to a small (2% 
or less) concession turned out to be incorrect. As set forth in our audit report, FRBNY and 
Goldman Sachs both told SIGTARP in interviews that during the negotiating process Goldman 
Sachs indicated that it was unwilling to accept any concession in connection with the Maiden 
Lane III transactions, and that while FRBNY sought modest concessions from each of the largest 
counterparties, including Goldman Sachs, and only one, UBS, was willing to agree to a small 
concession (again, 2%) and only if all of the others did as well. In the final analysis, in 
determining what information merited inclusion in the audit report, we determined that 
Blackrock Solutions’ inaccurate speculation as to what Goldman Sachs’ negotiation position 
might have been did not merit inclusion in the audit, particularly given the relatively small size 
of the concession anticipated in the Blackrock Solutions report. 

That does not mean, of course, that a different negotiation strategy and/or different level of effort 
in trying to obtain concessions from the counterparties could not have potentially obtained a 
better result for taxpayers. As detailed in the audit and in my testimony before the Committee, in 
pursuing the November negotiations, FRBNY made several policy decisions which we believe 
unnecessarily limited the ability of FRBNY to pursue a successful negotiations strategy, and that 
the half-hearted effort that FRBNY put into the actual negotiations themselves all but ensured 
their failure. 
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KEVIN M. DOWNEY 
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kdowney^wc.com 


LAW OFHCES 

WILLIAMS % COHHOLLY LLP 

725 TWELFTH STREET, RW. 

WASHINGTON, D. C. 20005*5901 cdw'ab.d bennett wiluams usao-isae) 

PAUL B. CONNOLLY <iE>22-!9/'S) 

(202) 434-5000 
FAX (202) 434-5029 


April 8, 2010 


The Honorable Marcy Kaptur 
9th District, Ohio 

Committee on Oversight and Government Reform 
2167 Rayburn House Office Building 
Washington, D.C. 20515-6143 

Dear Representative Kaptur: 

We write on behalf of former Treasury Secretary Henry M. Paulson in 
response to the questions submitted on your behalf in connection with the January 
27, 2010 AIG hearing. A copy of the text of your questions is attached to this letter. 

Question 1 asks what position Mr. Paulson held before being appointed to 
serve as Secretary of the Treasury. Before becoming Secretary of the Treasury, 

Mr. Paulson was the Chief Executive Officer of Goldman Sachs. 

Questions 2, 3, and 4 ask about the personnel of Goldman Sachs, the White 
House, and Treasury respectively, and should be directed to those entities. 

Question 5 asks Mr. Paulson to recall certain communications between him 
and then FRBNY President Timothy Geithner during the Fall of 2008 relating to 
AIG. Mr. Paulson testified at the hearing that he had two conversations with 
Secretary Geithner concerning AIG over the weekend of September 13, 2008. See 
Hr’g Tr. at 63. In his book, Mr. Paulson recounts several calls with Secretary 
Geithner on September 16, 2008 concerning AIG. See Paulson, Henry M,, On the 
Brink, at 229, 235, 239. In his book Mr. Paulson also recounts a conversation with 
Secretary Geithner on October 14, 2008, concerning AIG. See id. at 276. 

Question 6 assumes that Secretary Paulson “use[d] Goldman Sachs to give 
the Treasury advice on AIG,” which is not the case. 
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WILLIAMS 6 CONNOLLY LLP 
The Honorable Marcy Kaptur 
April 8, 2010 
Page 2 


Question 7 concerns the NYFRB’s monitoring of AIG and so should be 
directed to the NYFRB. 

Question 8 refers to “contingency plans for a run on AIG.” Question 9 refers 
to a “liason with AIGFP’s regulator UK’s FSA.” We do not know what is being 
referred to by those questions. 

Questions 10 through 18 concern the payments to certain AIG counterparties. 
As Mr. Paulson testified at the hearing, he had no involvement with those decisions. 
See Hr’g Tr. at 53. 

Question 19 asks about the relationship between the Secretary of the 
Treasury and the Federal Reserve Bank of New York. The Federal Reserve Bank of 
New York is part of the Federal Reserve System and is one of the twelve Reserve 
Banks created by Congress under the Federal Reserve Act of 1913. Supervision and 
control of the FRBNY are exercised by a board of directors, three appointed by the 
Board of Governors of the Federal Reserve System and six elected by member 
banks. See 2008 Annual Report of the FRBNY (available at 
http;/Avww.newyorkfed.org/aboutthefed/annual/annual08/annual.pdf). 

Question 20 asks whether an October 8, 2008 letter from Secretary Paulson 
to then FRBNY President Geithner concerns the “Maiden Lane facilities.” It does 
not; the letter refers to an earlier loan made to AIG, which Mr. Paulson referenced 
on page one of his written testimony to the Committee. 
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Committee on Oversight and Government Reform 
Questions for the Record 

Hearing: January 27, 2009 - “Tlie Federal Bailout of AIG” 

QUESTIONS FOR MR. HENRY PAULSON 
By Representative Marcy Kaptur: 

1 . Wlio did you work for what position did you hold before being appointed by President Bush 
to serve as Secretary ofthe Treasury? 

2. To your knowledge, did any relative of President Bush ever work at Goldman Sachs while 
you were Secretary of the Treasury, and if so, who and in what capacity? 

3. To your knowledge, did any one serving in the White House ever work at ever work at 
Goldman Sachs while you were Secretary of the Treasury, and if so, who and in what 
capacity? 

4. When you were Secretary of the Treasury, how many people worked in the Department of 
Treasury who had worked at Goldman Sachs? 

5. In the phone logs of Secretary Geithner from Sept. 14 to Dcc.31, 2008, when he was 
President of the Federal Reserve Bank of New York, it shows that he called you well over 
200 times. How many of those conversations were about AIG, and when? 

6. Why did you use Goldman Sachs to give the Treasury advice on AIG given that Goldman 
Sachs had a major conflict of interest as a counter party to AIG through CDS’s? 

7. What monitoring of AlG's exposure to CDS written on CDOs did NY Fed undertake in 

a. 2004-2006 

b. HI 2007 after HSBC mortgage blowup 

c. H2 2007 after Bear Steam Hedge Fund blowup 

d. Q1 2008 after monoline distress 

e. Q2 2008 after Bear blowup and acute monoline distress 

f. Q3 2008 in run up to collateral calls on AIG? 

(subject to result of above questions). The following blog entry, by an anonymous 
securities lawyer familiar with the terrain, criticises a financial journalist for 
obliviousness to the level of risk at AIG in mid-2007, pointing to a widely distributed 
Fitch report that highlight's AIG's exposure. AIG was well known as a major, if not the 
major, credit default swaps counterparty. Certainly by the time of the Bear Steams 
rescue, if not sooner, credit default swaps were recognized as a source of systemic risk; if 
nothing else, Eric Dinallo of New York State Deptment of Insurance made that clear in 
January 2008. Wliy was there no interest in AIG as a source of counterparty risk to the 
dealer community? http:/.''economicsofcontcmpt.hlogspot.com/2009/09/risk-held-al- 
aiulp-was-not-surprisc.hlml 
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8. On what date did Treasury start making contingency plans for a run on AIG? What the 
NYFRB involved? 

9. On what date did Treasury begin liaison with AIGFP’s regulator UK’s FSA? What the 
NYFRB involved? 

1 0. On what date did Treasury start the process of discovering who AlG’s counterparties were 
for the CDS’s written on CDO’s by AIG? What the NYFRB involved? 

1 i . What risk modeling or other assessments did Treasury undertake of the resulting systemic 
risk and when did they start? What the NYFRB involved? 

12. What legal advice did Treasury take regarding the prospect of successfully challenging the 
French claim that settling the AIG CDS on CDOs for 1 00 cents on the dollar would bo illegal 
under Franch law? 

13. Is it coiTcct that you claimed at the time that legal obstacles faced by the French banks were a 
major reason why haircuts could not be negotiated? 

1 4. Are you aware that it has since become clear that those legal difficulties were fictitious? 

1 5. Considering how Soegen and Calyon were both very closely linked to US banks in particular, 
over half of SocOen's exposure was underwritten by Goldman, for example], is it possible 
that US banks knew about or encouraged French banks to urge their regulators to represent 
their legal situation falsely? Do you think an investigation might be warranted? 

1 6. Some of the owners of the CDOs purchase by Maiden Lane II! were not the banks, but their 
clients. They are almost certain not to be US institutional investors. Most of the CDOs 
bought by Maiden Lane III have been downgraded since their acquisition some severely. 
What was the rationale for the Fed ultimately providing liquidity to investors of no systemic 
importance? Who were the third party clients of Goldman (and others?) who benefited from 
the Maiden Lane III payments to Goldman? Was any investigation perfonned to determine 
who they were and whether they were appropriate recipients of taxpayer payments? Were 
any conflicts of interest investigated with respect to such payments? 

1 7. What’s the propriety of the taxpayers, via our subsidy to AIG, paying UBS $5 billion while 
the Justice Department was prosecuting it for massive tax fraud? 

1 8. What’s the propriety of the taxpayers, via our subsidy to AIG, paying UBS $5 billion while 
the Justice Department was prosecuting it for massive tax fraud? 

19. As the Secretary of the Treasury, what, if any power did you have over the Federal Reserv'e 
Bank of New York and its Wall Street members? 
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20. Mr. Paulson, the Oversight and Government Refonn Committee has obtained a document 
from you as Secretary of the Treasury to then President of the Federal Reserve Bank of New 
York President, Mr. Geithner dated October 8, 2008. In the letter you state that you believed 
that the Federal Reserve Bank of New York’s provision of a special liquidity facility to AIG 
in order to allow the company to meet its obligations was necessary to prevent the substantial 
disruption of to financial markets and the economy that could well have occuned from a 
disorderly wind-down of AIG. 

Mr. Paulson ~ 1 assume that these are the Maiden Lane facilities and that these facilities 
allowed the counteipartics to be paid in full. Is that correct? 

As the Secretary of the Treasury, what, if any power did you have over the Federal Reserve 
Bank of New York and its Wall Street members? 
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April 8, 2010 


The Honorable Mark Souder 
3rd District, Indiana 

Committee on Oversight and Government Reform 
2157 Rayburn House Office Building 
Washington, D.C. 20515-6143 

Dear Representative Souder: 

We write on behalf of former Treasury Secretary Henry M. Paulson in 
response to the question submitted on your behalf in connection with the January 
27, 2010 AIG hearing. 

You asked Secretary Paulson to: “Please explicitly define how you measure 
systemic risk.” 

Secretary Paulson’s view is that there is no simple measure of systemic risk. 
Whether, and to what extent, an institution poses a systemic risk depends on the 
overall condition of the financial system and capital markets at a given time as well 
as on the firm-specific characteristics of the particular institution, such as its size 
and interconnectedness. The key question in evaluating systemic risk is whether 
the combination of these factors gives rise to a situation in which the failure of one 
institution can damage the financial system in a way that causes significant harm 
to the overall economy. 

In light of the difficulty in establishing a precise, uniform measure of 
systemic risk, Secretary Paulson’s view is that two regulatory reforms are needed. 
First, there should be a systemic risk regulator that can design and implement 
appropriate systemic risk metrics, monitor the stability of the markets, and restrain 
activity at any financial firm that threatens the system. Second, because such a 
regulator will inevitably be unable to foresee and forestall all systemic problems, 
the government should also have resolution authority to impose an orderly 
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liquidation on any failing financial institution to mitigate the harm to the system 
occasioned by such a failure. 

Mr. Paulson has addressed these issues in more detail in a recent article in 
the New York Times, a copy of which is enclosed. He has also discussed these 
issues in his book, On the Brink. 



Enclosure 
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How to Watch the Banks 


By HENRY M. PAULSON Jr. 

Washington 

SIXTEEN months ago, our financial system teetered on the brink of collapse. The Treasury, the 
Federal Reserve and the Federal Deposit Insurance Corporation took actions that were 
unpopular and previously unthinkable — but absolutely necessary to stave off an economic 
catastrophe in which unemployment could have exceeded the 25 percent level of the Great 
Depression. 

These temporary actions have ended or will end. And our financial system is much more stable. 
But it is critical that we learn from the financial crisis and put in place reforms to avert a repeat 
of 2008 or something even worse. 

Congress must pass financial regulatory reform. Delays are creating uncertainty, undermining 
the ability of financial institutions to mcrease lending to the businesses of all sizes that want to 
invest and fuel our recovery. Our overriding goal in restructuring our financial architecture 
should be that taxpayers never again have to save a failing financial institution. 

The debate recently has centered on big banks and trading risks. I agree that big banks do pose 
a dangerously large risk to our financial system, and I am troubled that concentration in the 
industry has only increased since the crisis. But if we are to protect our system from falling into 
trouble again, we need broad-based reform that covers all types of financial institutions and all 
forms of potentially risky activities. 

For example, the most recent proposal by the Obama administration — to bar big banks from 
trading driven by other than customer-related activity — would not have prevented the 
collapse of Fannie Mae, Freddie Mac, Lehman Brothers, American International Group, 
Washington Mutual, Wachovia or other institutions whose failure contributed to the crisis. 
Rather than dictating a set of rules that will become out of date as the markets evolve, policy 
makers should devise legislation that ensures that regulators have the authority to tackle the 
issue of size and all potential systemic risks. 

This calls for two vital changes. First, we must create a systemic risk regulator to monitor the 
stability of the markets and to restrain or end any activity at any financial firm that threatens 
the broader market. Second, the government must have resolution authority to impose an 
orderly liquidation on any failing financial institution to minimize its impact on the rest of the 
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system. 

Together, these two reforms will enable the regulatory system to better prevent the kinds of 
excesses that fueled our recent crisis, restore market discipline and keep the failure of a large 
institution from bringing down the rest of the system. 

A single agency responsible for systemic risk would be accountable in a way that no regulator 
was in the run-up to the 2008 crisis. With access to all necessary information to monitor the 
markets, this regulator would have a better chance of identifying and limiting the impact of 
future speculative bubbles. 

Given our global markets, we have to address the issue of size on a multinational level. We 
should work through the Financial Stability Board, a gldjal regulatory agency with 
headquarters in Switzerland, to establish an international agreement calling for stronger capital 
and liquidity requirements for large, complex institutions. The need for adequate liquidity 
cushions is not as well understood, but in my judgment it is even more important than the need 
for banks to maintain higher capital levels. 

As for our domestic approach, we now have different government regulators focusing on the 
individual trees, and we need one regulator accountable for looking at the entire forest. My 
preference is for the Federal Reserve to be the systemic risk regulator, because the 
responsibility for identifying and limiting potential problems is a natural complement to its role 
in monetary policy. 

Congress, however, seems to be moving toward having a council of regulators perform this 
function. While that is not my preference, I believe a council can be workable if it is led by either 
the Treasury secretary or the Fed chairman, and is structured to ensure that strong decisions 
are reached quickly in a crisis. Too many such panels in government act by consensus, allowing 
a single member to render the council immobile. 

No systemic risk regulator, no matter how powerful, can be relied on to see everything and 
prevent future problems. That’s why our regulatory system must reinforce the responsibility of 
lenders, investors, borrowers and all market participants to analyze risk and make informed 
decisions. This is possible only if everyone understands that no financial institution is too big to 
fail, and that its investors and creditors will have to bear the consequences if it does. 

To address the moral hazard issue, the government needs broad-based authority to liquidate 
any failing financial institution without going through the bankruptcy' process, which is not well- 
suited for such complex firms in the midst of a financial crisis. We must send a clear signal to 
market participants that whenever this process is put in motion, the outcome is liquidation; we 
cannot leave any hope that we would inject taxpayer dollars to preserve the failing firm in its 
present form. 

Winding down a large institution is difficult and time-consuming. The regulators with this 
responsibility will need to be trained to do the job. And we must also require all large firms to 
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develop a road map for their liquidation well ahead of any failure.These are not the only 
necessary reforms — we must also address regulation of derivatives and our over-reliance on 
credit ratings agencies. Over time, we have to simplify the patchwork quilt of regulatory 
agencies and improve transparency so that consumers and investors can punish excesses 
through their own informed investing decisions. We have to examine the many policies that 
favor homeownership, and recalibrate our support for them. We must also tackle what is by far 
our greatest economic challenge — the reduction of budget deficits — a big part of which will 
involve reforming our major entitlement pre^ams: Medicare, Medicaid and Social Security. 

It has been a difficult, and humbling, two years for our nation. But every other major country 
has more significant economic problems than we do and, with the resilience of our economy and 
the ingenuity of our people, we can meet our challenges. Nonetheless, we must not lase our 
sense of urgency, or the political courage to make the necessary reforms to ensure our long- 
term prosperity. 

Henry M. Paulson Jr., the secretary of the Treasury from 2006 to 2009, is the author of “On 
the Brink: Inside the Race to Stop the Collapse of the Global Financial System.” 
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HEARING NOTICE 



April 7, 2010 


To: Domestic Policy Subcommittee Members 

From: MaJoritj Staff 

Subject: Domestic Policy Subcommittee Hearing 

On Wednesday, April 14, 2010 at 10:0Q a.m.. in Room 2154 of the Rayburn 
House Office Building, the Domestic Policy Subcommittee of the Oversight and 
Government Reform Committee will hold a hearing entitled, “ONDCP’s Fiscal Year 
2011 National Drug Control Budget: Are VVe Still Funding a War on Drugs?” 

The purpose of the hearing is to evaluate: ( I ) the priorities and objectives of the 
Office of National Drug Control Policy (“ONDCP”) under the Obama Administration 
and how those goals are reflected in the 201 1 Fiscal Year National Drug Control Budget 
(“Budget”); (2) whether flte Administration’s funding requests reflect a balanced and 
evidence-based approach to national drug policy; and (3) ONDCP's budget formulation 
and budget scoring process, including ONDCP's compliance with the budgetary 
reporting requirements of the ONDCP Rcauthorization Act of 2006. 

For further infonnation concerning liiis hearing, please contact Claire Coleman, 
Counsel, at (202) 226-S299. 
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THOMAS C. BAXTER, JR. 

GENERAL COUNSEL AND 
EXECUTIVE VICE PRESIDENT 


March 31, 2010 


Mr. Edolphus Towns 
Chairman 

Committee on Oversight and Government Reform 
United States House of Representatives 
2157 Rayburn House Office Building 
Washington, DC 20515-6143 

Dear Chairman Towns: 

Enclosed are my responses to the written questions 1 received following the January 27, 
2010 hearing before the Committee on Oversight and Government Reform entitled, “The Federal 
Bailout of AIG.” As you requested, an electronic version has been forwarded to the Chief Clerk 
of the Committee. 

Please let me know if I can be of further assistance. 



Enclosure 
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Questions from Representative Marcv Kaptur 

1. In a memo obtained by the Committee from Sarah Dahlgren to you, she 
recommends the hiring of BlackRock Solutions to perform services for the Federal Reserve 
Bank of New York related to the Maiden Lane Facilities two and three. Can you tell me 
what Sarah Dahlgren’s role was in regard to AIG? 

Starting in September 2008, and continuing to this day, Sarah Dahlgren has been the 
Head of the AIO Relationship Monitoring Team. 


2. Did you approve Ms. Dahlgren’s request? 

Senior management of the Federal Reserve Bank of New York (the “FRBNY” or the 
“New York Fed”) made the decision to hire BlackRock. As a member of senior management, I 
supported the recommendation. 


3. To whom at the New York Fed did BlackRock report? What level of oversight does 
the FRBNY have over BlackRock in its management of the three Maiden Lane facilities? 
Identify and provide all related documents. 

With respect to the establishment of Maiden Lane LLC (“ML”), BlackRock reported to 
Helen Mucciolo, a senior vice president at the New York Fed. With respect to the establishment 
of Maiden Lane 11 LLC (“ML II”) and Maiden Lane III LLC (“ML III”), BlackRock reported to 
Sarah Dahlgren. Ongoing oversight of BlackRock relating to all three facilities is managed by 
the New York Fed’s Investment Support Office, which is headed by Ms. Mucciolo. The 
Investment Support Office subjects BlackRock to a vendor management program, which 
includes, but is not limited to, annual attestations, on-site reviews, and reviews of SAS 70s. 


4. The Committee also obtained slides where BlackRock complete an analysis of the 
Maiden Lane III that some counterparties were in a place to experience losses, especially if 
there was a downturn. Did BlackRock share this information with the Federal Reserve 
Bank of New York, and if so, was this information used strategically in the negotiations 
around the counterparty payments? Identify and provide all related documents. 

Unfortunately, I am not in a position to address whether BlackRock may or may not have 
provided certain documents to the Committee but not to the FRBNY, for the simple reason that 
the FRBNY would not have received those documents. My staff and I would be happy to look at 
any documents that the Committee could provide in this respect. 

The FRBNY requested and received analysis from BlackRock regarding the 
collateralized debt obligations (“CDOs”) that ML III would eventually purchase, including such 
information as counterparty exposure, collateral composition (e.g,, sector, ratings, vintage), CDO 
value implied from collateral already posted, and analysis of how the CDOs would perform 
under various economic scenarios. Such analysis can be found at FRBN Y-TOWNS-Rl - 1 59958 
- 160018, FRBNY-TOWNS-Rl-204486- 204545, FRBNY-TOWNS-Rl-160567 - 160627, 
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FRBNY-TOWNS-Rl-212037- 212041, FRBNY-TOWNS-Rl-143191 - 143203, and FRBNY- 
TOWNS-Rl-180054 of the materials that the FRBNY submitted in anticipation of the hearing on 
January 27, 2010, This analysis is also contained within information packets that were prepared 
by BlackRock in advance of our negotiations with counterparties. These packets provided 
background on the CDOs and therefore helped to inform us before we commenced negotiations 
with the counterparties. These packets can be found at FRBNY-TOWNS-Rl -147270 - 147313 
of the materials that the FRBNY submitted in anticipation of the January 27, 2010 hearing. 


5 . How involved was BlackRock in the counterparty negotiations? Identify and 
provide all related documents. 

BlackRock’s role was to provide services to the New York Fed, including, for example, 
the analysis described above. To my knowledge, BlackRock was not directly involved in the 
counterparty negotiations. 


6. Who at BlackRock did the NYFRB work with the most in regard all three Maiden 
Lane facilities? 

In establishing the Maiden Lane facilities the New York Fed worked most closely with 
Roland Villacorta, Mark Wiedman, and Richard Prager. 


7, How much profit is BlackRock expected to make managing the three Maiden Lane 
facilities? 

While I do not know how much profit BlackRock is expected to make, we have made 
public the terms of the Maiden Lane facilities contracts with BlackRock, including the fee 
schedules setting forth the fees to which BlackRock is entitled. These Investment Management 
Agreements (“IMAs”) can be found at 

httD://www.newvorkfed.ore/aboutthefed/Blackrock ML.pdf In addition, our Chief Ethics and 
Compliance Officer determined that the fee to be paid to BlackRock pursuant to our agreement 
was commercially reasonable. 


8. What are you currently doing to test the firewalls put in place by BlackRock to 
prevent BlackRock Solutions from sharing its information with the rest of BlackRock? Did 
you just go on BlackRock’s word or did you hire an outside entity to test the firewall - and 
if an entity did test this, did the firewali hold or not? Identify and provide all related 
documents. What do you do on a regular basis to ensure that BlackRock is not taking 
advantage of their management of the Maiden Lane facilities and their investment 
business? 

The FRBNY and BlackRock entered into the three IMAs relating to the Maiden Lane 
facilities between September 9, 2008 and December 12. 2008. Each IMA contains guidance and 
describes requirements for BlackRock’s handling of confidential information and conflicts of 
interest related to the Maiden Lane facilities. The IMAs also provide the FRBNY with the right 
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to conduct reviews of BlackRock’s compliance with the IMA requirements. As mentioned 
above, these IMAs can be found at http://www.newvorkfed.org/aboutthefed/Blackrock ML.pdf . 

The FRBNY engaged KPMG to conduct a review of BlackRock’s compliance oversight 
of the Maiden Lane facilities. This review was conducted in November 2009 and included, 
among other things, an inspection of BlackRock’s compliance policies and procedures, a risk- 
based assessment of BlackRock’s compliance control environment and testing of certain controls 
to help assess the veracity of test work performed by BlackRock. We expect to receive KPMG’s 
final report soon, and the FRBNY plans to continue conducting further periodic reviews of 
BlackRock’s compliance with the IMAs for the duration of the New York Fed’s relationship 
with BlackRock. 


9. When was the first Goldman Sachs collateral call on its CDS with AIG? What 
prompted this call? How soon after Goldman’s collateral call did other banks start making 
collateral calls? How many collateral calls, for what amount and from which banks rolled 
in on these CDS’s in 2008? Why were all of the banks allowed to keep the monies received 
from the collateral calls on these CDS contracts in addition to the money paid to tear up 
the contraets? 

Some of the collateral calls you mention took place before September 16, 2008, the day 
that the New York Fed agreed to lend up to $85 billion to AIG through a secured revolving credit 
facility. Before September 2008, the New York Fed did not have any dealings with AIG, so I 
respectfully submit that AIG would be in a better position to describe those collateral calls. For 
the collateral calls that took place between September 16, 2008 and December 31, 2008, 1 refer 
you to an AIG press release describing, among other things, the collateral posted to CDS 
counterparties after AIG received official assistance, which is available at: 
httD://www.aig.com/aigweb/intemet/en/files/CounterpartvAttachments03 1 809 tcm385- 
lS564S.pdf . 

As you note, the counterparties essentially received “par,” with ML III purchasing the 
CDOs for their fair value and AIG obtaining the tear-up of the CDSs. As I mentioned in my 
testimony on January 27, there were essentially four reasons why this was done. First, there was 
little time, and substantial execution risk and attendant harm of not getting the deal done by the 
deadline of November 10th. AIG had attempted for some time to negotiate tear-ups of its CDS 
contracts with its counterparties under terms more favorable than Maiden Lane III, and it did not 
succeed. When the Federal Reserve contacted AlG’s counterparties, we believed, based on 
AIG’s own experience, that our probability of success of getting them to agree to concessions in 
a timely fashion was slim. Even in a best-case scenario, we did not expect that the counterparties 
would offer anything more than a modest discount to par. In our judgment, taking additional 
time to press further for a discount was not justified in light of the overwhelming risk and 
catastrophic consequences of failing to complete the transaction by November 10. 

Second, the Federal Reserve had little or no bargaining power given the circumstances. 
This restructuring negotiation was taking place in November of 2008, less than two months after 
the decision to rescue AIG from insolvency and the infusion of tens of billions of dollars. The 
Federal Reserve had already acted to rescue AIG, and the counterparties fully expected that we 
would stand by that decision, especially because the economic situation had gotten worse, not 


3 



397 


better. So, the typical threat in such negotiations - we will stand down and watch AIG file for 
bankruptcy - would have been an idle threat had we made it. In addition, the counterparties 
were unwilling to offer concessions because their contractual rights were already well-protected. 
The value of the CDOs they held, combined with the $35 billion of collateral they had previously 
obtained from AlO was, in most cases, equal to or in excess of par value. Thus, if AIG 
de&ulted, and even filed for bankruptcy protection, the counterparties would have kept both the 
collateral and the underlying CDOs (and would have been made whole if they had sold the 
CDOs for fair value). 

Third, even if we had had bargaining power, the rating agencies were closely examining 
AIG for signs that it would not be able to address its financial situation. If they saw the Federal 
Reserve take any action that seemed to suggest a lack of full support, in particular a bankruptcy 
threat, it might well have led to an immediate downgrade and the irreversible destruction of AIG, 
with the attendant consequences on the financial stability of our economy. 

Fourth, the CDS contracts that AIG entered with the counterparties afforded the 
counterparties the right to cash collateral. While these contracts turned out to be detrimental to 
AIG, they were beneficial from the perspective of the counterparties, and the counterparties 
expected their contractual rights would be respected. 


10. What happened to the deals, including synthetic deals, that were in AIG’s portfolio, 
getting significant collateral calls but did not go into Maiden Lane III? How much 
collateral has been posted against these deals, what is their current market value and what 
is the plan for them in the future? 

Prior to the ML III transaction, the AIG-FP derivative transactions that experienced the 
most significant collateral calls were those involving “multi-sector” CDOs, where AIG sold 
protection on CDOs that were invested in a portfolio of residential or commercial exposures. 
Most of AIG-FP’s multi-sector CDOs were resolved by ML III. Of those that were not, the vast 
majority involved what the market refers to as “synthetic” CDO transactions. As you may be 
aware, in synthetic CDOs, the underlying investments of the CDO are derivatives - generally, a 
portfolio of single-name CDS contracts referencing residential and commercial MBS - rather 
than a portfolio composed primarily of securities, as would be typical for a “cash” CDO. 

As of March 25, 2010, AIG had a total of approximately $7.5 billion in notional exposure 
to multi-sector CDOs, of which the vast majority are synthetic CDO transactions. AIG has 
posted approximately $3.7 billion in collateral against its notional exposure to synthetic multi- 
sector CDOs. Consistent with AIG’s objectives to wind down AIG-FP, the plan is to terminate 
the derivative transactions related to multi-sector CDOs over time in an orderly fashion in a 
manner that reduces the costs to the company and therefore preserves value to the taxpayer. 


11. What is the legal analysis for why these deals were not transferred to ML III as it 
relates to their synthetic nature? 

The FRBNY’s lending to ML III was authorized by the Board of Governors of the 
Federal Reserve System (the “Board of Governors”) under Section 13(3) of the Federal Reserve 
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Act. Section 1 3(3) permits Federal Reserve Banks to extend credit in “unusual and exigent 
circumstances” when authorized by the Board of Governors, but only insofar as such credit is 
“secured to the satisfaction” of the Federal Reserve Bank, In this transaction, the FRBNY 
extended credit to ML III to enable it to purchase certain assets from AIG-FP’s counterparties. 
This loan was secured by a pledge over all of the assets of ML III. As such, the FRBNY was 
required to be secured to its satisfaction with the collateral that ML III was to acquire with the 
loan proceeds. 

Legal staff from the Board and the FRBNY analyzed the nature of certain derivative 
contracts that AIG-FP had written with respect to securities of the type that are commonly 
referred to in the financial markets as synthetic CDOs and that were, at one point, proposed for 
inclusion in the structure. AIG-FP had written derivatives offering protection on what is 
sometimes referred to as the “unfunded” portion of certain synthetic CDOs, with the 
consequence that AIG-FP had the responsibility to provide funding if the synthetic CDO vehicle 
were required to make payment on the credit default swaps in which it was invested. We were 
not comfortable taking these synthetics as collateral for our loan to ML III. 


12. What percentage of the deals transferred to ML III consisted of underlying 
synthetic bonds? Is there a threshold for which the Fed had drawn that would treat some 
as hybrid (meaning permissible for Maiden Lane III) and some as synthetic (presumably 
not)? 


As described above, the New York Fed is required to be “secured to its satisfaction” in 
order to extend credit. The FRBNY was satisfied that the securities acquired by ML III 
constituted sufficient collateral for its lending. There were no CDOs that are sometimes referred 
to in the financial markets as “synthetic CDOs” or “hybrid synthetic CDOs” purchased by ML 
III. 


There are certain CDOs in ML III that do have some synthetic mortgage-related 
securities as a portion of the CDO vehicle’s investment portfolio. I understand that these 
synthetic securities are fully funded within the structure of the securities - that is, there is cash 
retained against the derivative payment obligations - such that the risk profile of these CDOs is 
similar to the cash CDOs contained in ML III and are therefore different from that which would 
be typical in either a “synthetic CDO” or a “hybrid synthetic CDO.” 


13. What investigations is the FRBNY doing into the managers of the bad deals that 
ML III owns? many real investors are suing bankers and deal issuers - does the Fed or 
Treasury have any plans to pursue similar lawsuits against the parties responsible for such 
bad deals? 

While the FRBNY does not have actual knowledge of any bad deals in ML III, given the 
amount of RMBS held either directly by the Maiden Lane facilities or as collateral in the CDOs 
held in ML III, the FRBNY understands that there may be some “bad deals.” As a result, the 
New York Fed has been investigating its options and ability, both individually and through 
emerging clearing houses, to pursue claims against issuers of securities held in the ML facilities 
where the pools of assets did not meet original eligibility criteria as set forth in the offering 
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documents. In addition, the FRBNY has already successfully pursued situations where CDO 
managers had substantially ceased all management duties but sought to continue to earn fees. 


14. Some of the owners of the CDOs purchase by Maiden Lane III were not the banks, 
but their clients. The banks keep their identities closely guarded, but they are almost 
certain not to be US institutional investors. Most of the CDOs bought by Maiden Lane III 
have been downgraded since their acquisition some severely. What was the rationale for 
the Fed ultimately providing liquidity to investors of no systemic importance? 

The Federal Reserve executed the ML III transaction to stanch the liquidity drain on AIG, 
which threatened AIG’s solvency. The failure of AIG in the fall of 2008 would have imposed 
significant financial losses on many individuals, households and businesses, shattered confidence 
in already damaged financial markets, and greatly increased fear and uncertainty about the 
viability of our financial institutions. The condition of individual counterparties, and their 
clients, was not a relevant factor to the design and execution of the transaction. 


IS. What analysis did they do of a rescue for the monoline insurers and why was this 
rejected? What communications were there with the NY insurance department and what 
assurances were provided as a result of these discussions? Were any strategies or data 
shared between the NYID and the OTS, the Fed or the Treasury? What communications 
and analysis were performed about the commutations executed by the monolines with 
counterparties such as Merrill, Calyon and Citibank? 

As part of the Federal Reserve’s mission to promote financial stability, the FRBNY has 
monitored the efforts by state insurance departments to restructure obligations of the monoline 
insurers, and has had the opportunity to confer with state insurance departments, such as the New 
York State Insurance Department, about these issues in the past. The FRBNY did not have 
conversations with the state insurance departments relating specifically to mechanisms for 
resolving AIG-FP’s multi-sector CDO swap portfolio. Based on our monitoring efforts, it 
became readily apparent to us upon our arrival at AIG that the circumstances surrounding AIG- 
FP’s derivative contracts on multi-sector CDOs were substantially different from those of the 
monoline insurers. In significant contrast to the derivative contracts written by monolines that 1 
understand have proven somewhat more susceptible to commutation, the derivative contracts on 
multi-sector CDOs written by AIG-FP required the posting of substantial cash collateral. This 
represented an acute and immediate liquidity drain on the company as AIG was required to post 
collateral following a downgrade in its ratings, the ratings of the CDOs or a decline in the market 
value of the CDOs. Further, in contrast to AIG, the monolines were subject to state resolution 
statutes that created a well-established statutory resolution process to ensure an orderly unwind 
of a monoline’s derivative exposures. 


16. What is the explanation for the appearance of the CMBS deals in Maiden Lane III? 
how did AIG acquire this exposure? ’What is Project Max, as discussed in the BlackRock 
memo and what were the liquidity and funding mechanisms of these bonds while in AIG’s 
portfolio? if AIG was in a net positive funding position, why were these bonds transferred 
to ML III and what was the impact on AIG’s balance sheet - positive or negative? what 


6 



400 


was the impact on Deutsche Bank’s balance sheet? if negative for AIG and positive for DB, 
why were these deals including in ML III rather than kept at AIG? 

AIG-FP sold protection on the super-senior tranche of CDOs that were backed mostly by 
residential MBS, but also sold protection to some extent on CDOs with exposure to commercial 
MBS, AIG-FP’s derivative protection was provided through both CDSs and other types of credit 
derivative transactions. Project Max is a structure in which a commercial paper conduit issued 
asset-backed commercial paper (“ABCP”) that was backed by super senior CDO securities 
which were, in turn, invested in commercial MBS. AIG-FP had agreed to purchase the ABCP if 
required by Deutsche Bank in certain circumstances. AIG effectuated this obligation by agreeing 
with Deutsche Bank to sell it protection on approximately $7.5 billion (as of November 10, 

2008) of ABCP through a type of credit derivative called a total rate of return swap. In this 
credit derivative transaction, AIG agreed to pay for losses on the underlying ABCP, while at the 
same time earning the associated coupons on the ABCP of approximately 1 -month Libor + 30 
basis points and paying to Deutsche Bank a floating rate ranging from 1 -month Libor + 18 basis 
points to 1 -month Libor + 24 basis points. As the coupon on the ABCP exceeded the rate paid 
under the swap, the net funding position to AIG was positive. 

Nevertheless, AIG specifically requested that this deal be resolved by ML III. Like other 
multi-sector CDO exposures, Project Max represented a significant source of liquidity pressure 
for AIG because the company was required to post collateral under the terms of the total rate of 
return swap if CMBS spreads (as measured by the CMBX index) widened, signaling 
deterioration in value of reference assets. Indeed, as of November 10, 2008, the company had 
posted approximately $5.6 billion in collateral. To the extent that the underlying ABCP 
defaulted and/or the CMBX further deteriorated, the company would have had to fund the 
remaining $2.2 billion. As such, the resolution of the transaction by ML Hi was beneficial to 
AIG, since it removed the current and potential collateral pressures and the risk that the ABCP 
could default. We do not know the effect on Deutsche Bank’s balance sheet, because the effect 
would be determined by many other factors, and because the impact of the ML III transaction on 
counterparties like Deutsche Bank was not a relevant consideration to our execution of the 
transaction. 


17. Some of the owners of the CDOs purchased by Maiden Lane III were not the banks, 
but their clients. They are almost certain not to be US institutional investors. Most of the 
CDOs bought by Maiden Lane III have been downgraded since their acquisition some 
severely. What was the rationale for the Fed ultimately providing liquidity to investors of 
no systemic importance? Who were the third party clients of Goldman (and others?) who 
benefited from the Maiden Lane III payments to Goldman? Was any investigation 
performed to determine who they were and whether they were appropriate recipients of 
taxpayer payments? Were any conflicts of interest investigated with respect to such 
payments? 

As noted above, the Federal Reserve executed the ML III transaction because of the 
substantial risk that the failure of AIG in the fall of 2008 would impose significant financial 
losses on many individuals, households and businesses, shatter confidence in already fragile 
financial markets, and greatly increase fear and uncertainty about the viability of our financial 
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institutions. The condition of the counterparties, and their clients, was not a relevant factor to the 
design and execution of the transaction. 


18. What were the hiring criteria used for selecting BlackRock as the advisor for AIG 
and Maiden Lane III? What was the conflicts of interest policy? How was this checked 
against the transactions? Identify and provide all related documents. 

BlackRock was selected for this assignment based on an assessment of its relevant 
expertise as an investment management firm with extensive experience in the market for 
mortgage-backed securities and collateralized debt obligations, and based on its ability to 
assemble a significant team with relevant expertise on very short notice. As a result of previous 
work performed for certain AIG subsidiaries, BlackRock already had extensive knowledge of the 
ML III assets, and it would have been exceedingly difficult, time-consuming, and costly for 
another investment manager to acquire the same level of knowledge. AIG was informed in 
advance of the FRBNY’s potential engagement of BlackRock, and consented to the engagement 
by signing an appropriate conflicts waiver letter. That letter is included as Attachment 1. 


19. In your testimony, you discuss conversations with the credit rating agencies over 
AIG in particular just before the loan to AIG and following. When was the very first time 
that the FRBNY started a conversation with any of the rating agencies? What was the 
nature of the conversation? How many times did the FRBNY speak to the credit rating 
agencies about AIG? How many times did the FRBNY speak to the credit rating agencies 
about any of the counterparties of AIG? Do you have any information that any of the 
counterparties of AIG contacted the credit rating agencies about AIG? From your 
perspective, how involved were the credit rating agencies in the plan to bailout AIG, create 
the Maiden Lane facilities and any other related activities connected to AIG or its 
counterparties? Identify and provide all related documents. 

FRBNY staff, together with AIG, met with the credit rating agencies multiple times in the 
fall of 2008 to discuss and understand their assessment of AIG’s current and future financial 
strength and prospects and to provide information regarding the U.S. government’s initial and 
restructured support facilities. Meetings occurred with representatives of S&P, Moody’s, Fitch, 
and AM Best. During these meetings, AIG, rating agency, and Federal Reserve officials 
discussed, among other things, AIG’s level of leverage and debt servicing costs (including costs 
under the Federal Reserve’s revolving credit facility), the losses and potential ongoing liquidity 
drains associated with AIG’s securities lending program and CDSs on multi-sector CDOs, 
progress and expected progress in divesting assets and businesses, and the financial condition 
and business prospects of AIG’s subsidiaries. AIG and Federal Reserve officials also described 
to the rating agency representatives the actions that the U.S. government proposed to take to 
restructure the assistance provided to AIG to further stabilize the company and provide the 
company time to restructure and wind down its operations in an orderly manner. Such actions 
included the injection of $40 billion in equity by the Treasury Department under the Troubled 
Assets Relief Program, the use of such proceeds to pay down an equivalent amount of borrowing 
under the Federal Reserve’s revolving credit facility, establishment of the credit facilities for ML 
II and ML III, and the restructuring of the terms of the revolving credit facility to, among other 
things, reduce the maximum amount available from $85 billion to $60 billion. AIG, Federal 
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Reserve, and rating agency officials also discussed the potential impact of these and other factors 
on the credit ratings of the company and its subsidiaries. We have no information relating to 
contact between the counterparties of AIG and the credit rating agencies. 


Questions from Ranking Member Issa 

1. If an SEC filing by AIG on or after September 19, 2008, had violated the securities 
laws, should AIG have been able to avoid liability by demonstrating that all of its SEC 
filings were subject to review, editing, an approval by the FRBNY and its counsel? In 
March 2009, you suggested that AIG could avoid liability to its counterparties for revealing 
their identities because it was doing so at the FRBNY’s direction: “If someone sues AIG, 
they can say the Fed told us to do it.” Do you believe that this immunity would extend to 
AIG’s securities filings, which were also being directed by the FRBNY? If not, why? 

AIG at all times remained responsible for complying with its disclosure obligations under 
U.S. securities laws. During the period at issue, AIG devoted substantial resources to fulfilling 
its disclosure obligations, including obtaining expert legal advice from experienced outside law 
firms. The role of the FRBNY and its counsel was; (1) to work with AIG to further the goals of 
accuracy and consistency of AIG’s filings with respect to transactions involving the FRBNY; 
and (2) to protect, where appropriate, the substantial taxpayer funds at stake. The FRBNY’s 
involvement did not provide AIG any relief from its obligations under the securities laws. At the 
time of the e-mail you refer to, AIG and the Federal Reserve were taking steps to make public 
the identities of the counterparties in response to Congressional requirements. This led to the 
company expressing concerns about European bank secrecy laws. The quoted e-mail was one 
part of a discussion of how we could mitigate the company’s concerns and still meet the 
requirements of Congress. My e-mail did not refer to U.S. securities laws. 


2. On November 17, 2008, AIG submitted a draft SEC filing to the New York Fed and 
Davis Polk for review, edits, and approval. The filing reported that a new compensation 
package had been signed by AIG’s CFO, David Herzog. Within 40 minutes, Marshall 
Huebner, the lead partner for Davis Polk’s FRBNY business, sent an e-mail to you titled 
“READ ME.” Huebner wrote, “Very bad timing to have this 8k come out just before the 
Secretary and the Chairman go before Waxman...Is there any chance - and maybe it is 
just too late - to get the Herzog comp package unagreed to?” AIG never filed the SEC 
filing, and evidently canceled Mr. Herzog’s compensation package. What actions did you 
take as a result of Huebner’s e-mail? 

I contacted AIG to express my concerns regarding the proposed salary increase and 
bonus for their CFO. This compensation was never paid to Mr. Herzog. To his credit, Mr. 
Herzog had already indicated that he would decline this compensation package. 


3. Did the cancellation of Mr. Herzog’s compensation package, and the cancellation of 

AIG’s intended SEC filing, serve any aim other than avoiding embarrassment “just before 
the Secretary and the Chairman go before Waxman”? 
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My objective in contacting AIG was to express my reservations about whether the 
magnitude of the proposed salary increase and bonus was an appropriate expenditure in light of 
the extraordinary assistance that the company had received. Our outside counsel shared these 
reservations, as is demonstrated by a fuller quotation from the cited email; 

“Very bad timing to have this 8k come out . . . right as the other T ARPeys are 
announcing zero bonuses, and hopefully just before we actually get AIG to 
fundamentally redirect on retention and annual bonuses. Is there any chance - 
and maybe it is just too late - to get the Herzog comp package unagreed to?” 

Further, Mr. Herzog himself concurred with the conclusion. 


4. Do you believe that it is ever appropriate for the Fed, or Treasury, to force a public 
corporation that has received extraordinary federal financial assistance to make changes to 
its compensation arrangements, or take other actions, in order to avoid making disclosures 
under the securities laws? When are such actions appropriate? 

The responsibilities for monitoring compensation at institutions that have received 
extraordinary federal financial assistance have been discussed at length in many forums. In all 
cases, the institutions remain responsible for meeting any resulting disclosure obligations. 


5. Was it appropriate for the FRBNY to contact the SEC directly to argue that a 
portion of Aid’s filings should be kept confidential and should not even be submitted to the 
SEC as part of its confidentiality determination? Or should the FRBNY have allowed AIG 
to conduct all communication with the SEC regarding its filings on its own? 

As noted above, the role of the FRBNY and its counsel in reviewing AIG’s disclosure 
was: (1) to work with AIG to further the goals of accuracy and consistency of AIO’s filings with 
respect to transactions involving the FRBNY; and (2) to protect, where appropriate, the 
substantial taxpayer funds at stake. In the case of ML 111, the potential risk to taxpayer funds 
resulting from the disclosure of commercially sensitive information was particularly acute. In 
that context, it was appropriate for the FRBNY to participate in discussions with AIG and the 
SEC regarding the confidentiality of information relating to ML III. In May 2009, the SEC 
agreed with AIG and the FRBNY that certain security-specific ML III information could remain 
confidential. 


Questions from Mr. Souder 

1. What is the purpose of an 8-K SEC filing and who bears the responsibility for AIG’s 
financial disclosures with the SEC? 
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SEC-reporting companies are required to disclose specified events and issues through 
Form 8-K filings; Form 8-K can also be used for voluntary disclosures. As with all of its SEC 
filings, AIG bears the responsibility for the disclosures it makes on Form 8-K or otherwise. 


2. What interest did the FRBNY have in AIG’s SEC’s filings? 

The role of the FRBNY and its counsel in reviewing AIG’s disclosures was: (1) to work 
with AIG to further the goals of accuracy and consistency of AIG’s filings with respect to 
transactions involving the FRBNY; and (2) to protect, where appropriate, the substantial 
taxpayer funds at stake. 


3. After September 19, 2008 AIG sent its SEC filings to the FRBNY’s outside counsel, 
Davis Polk, for review and editing prior to submission. Is it appropriate for the FRBNY to 
be editing and reviewing AIG’s financial disclosures? 

It is appropriate and, in fact, customary for issuers to seek comments on their proposed 
disclosures from others involved in material transactions with the issuers. This reflects an effort 
to obtain input from multiple sources, and helps ensure the accuracy of the filings. The review 
by the FRBNY and its outside counsel was consistent with this standard market practice. 


Questions from Ranking Members Bachus, Committee on Financial Services, participating 
by unanimous consent of the Committee 

1. During the fall of 2008, were you aware of the offer by Goldman Sachs to tear up its 
CDS contracts with AIG, which would have saved taxpayers more than S5 billion? If so, 
why was this option not explored or acted upon? 

To the best of my knowledge, no such offer was ever made. As Elias Habayeb, the 
former CFO of the Financial Services Division of AIG, wrote in his testimony before this 
committee, “In our ongoing discussions with counterparties during this period [the fall of 2008], 
the counterparties were unwilling to accept less than par value. Some counterparties were 
willing to terminate the swaps, but only if AIG purchased the underlying bonds from them - 
something AIG could not do without the NY Fed’s help.” 


2. Have you been involved in any efforts to prevent disclosure of the New York Fed’s 
assistance to AIG? Were you aware of the numerous emails from New York Fed official 
James Bergin that sought to gain special security status for AIG disclosures to the 
Securities and Exchange Commission - protections that are typically only used for national 
security purposes? Did you approve of these efforts? If not, who empowered Mr. Bergin 
with the authority to pursue obtaining possible national security status for AIG material 
from the SEC? 
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The role of the FRBNY and its counsel in reviewing AIG’s disclosure was: (1) to work 
with AIO to further the goals of accuracy and consistency of AIG’s filings with respect to 
transactions involving the FRBNY; and (2) to protect, where appropriate, the substantial 
taxpayer funds at stake. In the case of ML III, the potential risk to taxpayer funds resulting from 
the disclosure of commercially sensitive information was particularly acute. In that context, it 
was appropriate for the FRBNY to participate in discussions with AIG and the SEC regarding 
the confidentiality of information relating to ML 111. Mr. Bergin, who is a lawyer working under 
my supervision, called the SEC, described the concern, and was offered a procedure that is 
ordinarily used in national security situations. He accepted the offer of this procedure to protect 
the taxpayer interest in AIG. In my view, this was a creative solution to a difficult problem, with 
the ultimate beneficiary being the American taxpayer. In May 2009, the SEC agreed with AIG 
and the FRBNY that certain security-specific Maiden Lane III information could remain 
confidential. 


3. Were you aware of the January 13, 2009 email from Davis Polk & Wardwell 
attorney Diego Rotsztain that sought to ensure AIG’s regulatory filings were kept secret 
and did “not get into the wrong hands?” Did you follow the advice of Mr. Rotsztain or 
approve of the efforts taken to conceal AIG’s counterparty information? 

When any reporting company makes a confidential treatment request (“CTR”), it is 
required to make a public filing that redacts the information subject to the request while 
simultaneously providing unredacted documents to the SEC office responsible for approving 
CTRs. I was aware that, because of the commercially sensitive nature of the information at issue 
and potential losses to the taxpayer from its disclosure, my legal colleagues took steps to help 
ensure that the information would not inadvertently become public during the CTR process. 
Among professionals, lawyers are especially sensitive to information that is privileged or 
confidential and are trained in how to protect it. In May 2009, the SEC agreed with AIG and the 
FRBNY that certain security-specific ML III information could remain confidential. 


4. Were you aware of the December 4, 2008 email from New York Fed official Danielle 
Vincente which stated that releasing AIG’s counterparty information would be “politically 
sensitive” and that “it would be hard to sell the public on US funds to buy foreign entities 
out of AIG risk, especially since the foreign regulators were contacted, etc.?” Other than 
demonstrating a full understanding that the decision to withhold information was political 
in nature, this email seems to imply that foreign regulators, such as France’s Commission 
Bancaire, were willing to negotiate on AIG’s counterparty payments to such institutions as 
Societe Generate. Were these foreign regulators, in fact, willing to negotiate? If so, please 
provide a complete record of all Federal Reserve Bank of New York communications 
during these negotiations. 

I was not aware of this particular e-mail until over a year after it was sent, and I do not 
believe that it accurately describes the rationale of the Federal Reserve’s management regarding 
the issue of disclosure or the posture of the French authorities. While Ms. Vicente serves ably as 
a diligent staffer for the FRBNY, and we appreciate her many contributions, she did not 
participate in policy or management decisions concerning the counterparty negotiations or 
payments. The French authorities were not willing to negotiate. 
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5. Did you ever have any conversations with Secretary Geithner regarding the possible 
tear-up of Goldman’s contracts with AIG? Was the lack of statutory authority for the New 
York Fed to act upon this possibility ever cited as a rationale for not accepting Goldman’s 
willingness to tear up these contracts? Is so, who was responsible for citing this lack of 
authority? 

I did not discuss this particular subject with then FRBNY President Geithner. As I 
mentioned in my answer to your first question, there was no willingness on the part of Goldman 
Sachs to tear up the swaps without receiving par on the underlying CDOs. And, as Mr. Habayeb 
testified, “[this was] something AIG could not do without the NY Fed’s help.” 1 have cited 
Section 4 of the Federal Reserve Act as authority for the proposition that the New York Fed must 
treat similarly situated financial institutions equally, and caimot discriminate among banks. 
Accordingly, I did not believe it was appropriate to treat French banks better than American 
banks when restructuring AIG’s obligations to the counterparties. 


6. During a January 26, 2009 interview with CNBC, Senator Jim Bunning claimed 
that the staff of the Federal Reserve was not in favor of rescuing AIG similar to the 
government’s treatment of Lehman brothers. However, he cited an email from Chairman 
Bernanke to the Federal Reserve staff that served as a directive to save AIG due to the 
potential risk that AIG’s failure might pose to the U.S. economy. Can you confirm or deny 
that this differing of opinion existed between the Fed’s staff and Chairman Bernanke, and 
do you know if this e-mail does, in fact, exist? 

Thousands of people work for the Federal Reserve, so I am sure that there were many 
different views on what should be done in response to the crisis at AIG. But I am not aware of 
any difference of opinion between Chairman Bernanke and senior staff at the Federal Reserve, 
nor do 1 have any personal knowledge of the e-mail cited by Senator Bunning. 
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BlackRock 

SOLUTIONS® 


October 28, 2008 

Mr. Edward Liddy 
Chief Executive Officer 
American International Group, Inc. 

70 Pine St 

New York, NY 10005 

Ms. Sarah Dahlgren 

Senior Vice President 

Federal Reserve Bank of New York 

33 Liberty Street 

New York, NY 10045 

Dear Sir and Madam, 

As you know, BlackRock Financial Management, Inc. is currently advising American 
International Group with respect to certain of the Financial Products Group portfolios and 
RMBS holdings (including the securities lending portfolio). At the request of the Federal 
Reserve Bank of New York (FRBNY), and as Ms. Dahlgren disclosed to Mr. Liddy on or about 
Monday, October 5, BlackRock Is also advising the Federal Reserve Bank of New York with 
respect to the same AIG portfolios. 

To date, the BlackRock team leaders serving AIG (namely, Zachary Buchwald and Nugzari 
Jakobishvilli) were not assigned to the FRBNY team. In this way, we have been able to ensure 
that information used in connection with the FRBNY engagement was not obtained as a result 
of the AIG engagement. 

At this point, FRBNY has requested that the BlackRock-AIG team leaders mentioned above 
perform services for FRBNY and that information obtained in connection with the AIG 
engagement be shared with FRBNY. 

Accordingly, we ask that AIG and FRBNY each execute a copy of this letter where indicated 
below to confirm that (1) it is aware that BlackRock is performing or has performed 
professional services for the other party, and that BlackRock will provide the services 
described above to FRBNY with respect to AIG; (2) it has had the opportunity to discuss the 
scope of such services with BlackRock; (3) it acknowledges and consents to BlackRock's 
performance of such services for each of them on their respective behalves; and (4) it will not 
make a claim against BlackRock based on an actual or perceived conflict of interest resulting 
from the circumstances described herein. 

Please acknowledge your consent below. 


40 East SZ™ Street 
NewYork, NY 10022 
Tel 212.754.5300 
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Yours sincerely, 


Mark Wiedman 
Managing Director 


Acknowledged and agreed: 


American International Group, Inc. 

Ha.me-.£huj^O Mt 
Title: 

tfh 



Federal Reserve Bank of New York 



BlackRock 
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« East 52“ Street 
New York, NY 10022 
Tel 212.754.5300 
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March 31, 2010 


BY FEDEX AND EMAIL 


The Honorable Edolphus Towns, Chairman 
Committee On Oversight and Government Reform 
2157 Rayburn House Office Building 
Washington, DC 20515 

Dear Chairman Towns: 

I write in response to your February 22, 2010 letter enclosing questions 
from Representative Bachus following my appearance before the Committee on 
Oversight and Government Reform on January 27, 2010. Set forth below is my good 
faith attempt to respond to each of Representative Bachus’s questions based on my 
personal knowledge and best recollection. 

1. During the fall of 2008, were you aware of the offer by Goldman 
Sachs to tear up its CDS contracts with AIG, which would have saved taxpayers 
more than $5 billion? If so, why was this option not explored or acted upon? 

AIG’s early efforts to terminate the credit default swaps (“CDSs” or 
“swaps”) written by AIG Financial Products (“FP”) failed because AIG had no 
negotiating leverage with FP’s counterparties to the swaps and AIG lacked the financial 
resources to effectuate any significant solution to its liquidity crisis without the assistance 
of Federal Reserve Bank of New York (“NY Fed”). After the federal rescue in 
September 2008, 1 was involved in discussions with Goldman Sachs about terminating 
certain of its swaps with FP, but no agreement was reached. Goldman’s proposed prices 
were significantly below market value and would have resulted in additional losses to 
FP. After October 2008, the NY Fed took control of the negotiations with FP’s 
counterparties, and I was not directly involved in any negotiations with counterparties, 
including with respect to the Maiden Lane III transaction. I am not aware of any offers 
from Goldman after the federal rescue, other than the offer described above. 



Hon. Edolphus Towns 
March 31, 2010 
Page 2 


411 


2. Have you been involved in any efforts to prevent disclosure of the 
New York Fed's assistance to AIG? Were yon aware of the numerous emails from 
New York Fed official James Bergin that sought to gain special security status for 
AIG disclosures to the Securities and Exchange Commission protections that are 
typically only used for national security purposes? Did you approve of these efforts? 
If not, who empowered Mr. Bergin with the authority to pursue obtaining possible 
national security status for AIG material from the SEC? 

I, along with others, reviewed AIG’s filings with the SEC to help ensure 
their accuracy because of my familiarity with the terms of the Maiden Lane III 
transactions. I did not decide what exhibits or schedules should be disclosed. AIG had 
inside and outside legal counsel who guided the Company through that process. I do not 
recall being aware of, nor would 1 have been consulted on, the procedures or protections 
afforded AIG’s disclosures by the SEC. 

3. Were you aware of the January 13, 2009 email from Davis Polk & 
Wardwell attorney Diego Rotsztain that sought to ensure AIG's regulatory filings 
were kept secret and did "not get into the wrong hands?" Did you follow the advice 
of Mr. Rotsztain or approve of the efforts taken to conceal AIG's counterparty 
information? 


I was not aware of Mr. Rotsztain’s email. 

4. Were you aware of the December 4, 2008 email from New York Fed 
official Danielle Vicente which stated that releasing AIG's counterparty information 
would be "politically sensitive" and that "it would be hard to sell the public on US 
funds to buy foreign entities out of AIG risk, especially since the foreign regulators 
were contacted, etc.?" This email seems to imply that foreign regulators, such as 
France's Commission Bancaire, were willing to negotiate on AIG's counterparty 
payments to such institutions as Societe Generale. Were these foreign regulators, in 
fact, willing to negotiate? If so, please provide a complete record of all AIG 
communications during these negotiations. 

I was not aware of Ms. Vicente’s December 4, 2008 email and I was not 
aware of any discussions about the foreign regulators willingness to negotiate AIG’s 
payments to counterparties at the time. 



Hon. Edolphus Towns 
March 31, 2010 
Page 3 
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5. Did you ever have any conversations with Secretary Geithner 
regarding the possible tear-up of Goldman's contracts with AIG? Was the lack of 
statutory authority for the New York Fed to act upon this possibility ever cited as a 
rationale for not accepting Goldman's willingness to tear up these contracts? If so, 
who was responsible for citing this lack of statutory authority? 

I have not had any conversations with Secretary Geithner regarding 
Goldman or on any other topic. I am not aware of any discussion about the NY Fed’s 
authority to tear up Goldman’s swaps with FP. 



cc: The Honorable Darrell Issa, Ranking Minority Member 

Committee on Oversight and Government Reform 


Joseph S. Allerhand, Esq. 
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The Honorable Edolphus Towns writer s kmah. address 

Chairman, Committee on Oversight & Government Reform aciilvahouse@onmi.com 

United States House of Representatives 
2157 Rayburn House Office Building 
Washington, D.C. 20515-6143 


Re: Supplemental Questions for Stephen Friedman 

Dear Chairman Towns: 


Please accept this letter in response to your letter of February 22, 201 0 addressed to our 
client Stephen Friedman, which Mr, Friedman received on March 3, 2010. Your letter asked Mr. 
Friedman to provide written responses to several questions from Representative Spencer Bachus 
for inclusion in the hearing record relating to the public hearing before the Committee on 
Oversight and Government Reform (“Committee”) on January 27, 2010, entitled “The Federal 
Bailout of AIG.” Mr. Friedman appreciates the opportunity to respond to the Committee’s 
questions and he has requested that we transmit the attached responses on his behalf. 


Should you have any questions, please contact me at your eafKest convenience. 


Your: 





Arthur B. Culvahouse, Jr./ 
of O'MELVENY & MYERS LLP 


Enclosures 

cc: The Honorable Darrell Issa 

Ranking Member, Committee on Oversight and Govemment Reform 
Stephen Friedman 



Responses of Stephen Friednaian to Supplemental Questions for the Record 
from Rep. Spencer Bachus, Ranking Member, Committee on Financial Services 

Committee on Oversight and Government Reform 
Hearing on 

“The Federal Bailout of AIG” 

January 27, 2010 

1. During the fall of 2008, were you aware of the offer by Goldman Sachs to tear up its 
CDS contracts with AIG, which would have saved taxpayers more than $5 billion? If 
so, why was this option not explored or acted upon? 

As I noted in my prepared statement for the January 27, 2010 hearing, in my hearing 
testimony, and in the letters from my counsel to the Committee staff of January 15, 2010 and 
January 19, 2010, the structure and statutory framework of the Federal Reserve System gives the 
Board of Directors of the New York Federal Reserve Bank (the “Bank”) no role in or authority 
over the regulation, supervision, or oversight of banks, bank holding companies, or other 
financial institutions. Rather, pursuant to the Federal Reserve Act, the Bank Directors’ duties are 
limited to “makfing] recommendations on monetary policy” and supervising certain aspects of 
the Bank’s administration, such as approving the Bank’s budget, reviewing the Bank’s internal 
controls and policies and procedures, and overseeing personnel matters, including assisting in the 
selection of the Bank President and other senior Bank officers. Any policy decisions relating to 
financial institutions are carried out by the officers of the New York Federal Reserve Bank, 
acting at the direction of the Board of Governors of the Federal Reserve System in Washington. 
During my service as a Director, the New York Federal Reserve Bank maintained robust policies 
and procedures to wall-off Directors from any decisions involving the regulation and supervision 
of banks, bank holding companies, or other financial institutions. As set forth in my statement 
and testimony, I and the other Directors of the New York Federal Reserve Bank were not 
involved in the decision to bail out AIG, the decision to repay the AIG counterparties at par, the 
decision not to publicly disclose those counterparties’ names, or any other decisions related to 
the AIG rescue or AIG’s regulatory disclosures. I did not ratify those decisions, I do not know 
who made those decisions, and I do not know why those decisions were made. 

In response to Congressman Bachus’s specific question, I do not recall having any 
knowledge in the fall of 2008 of an offer by Goldman Sachs to tear up its CDS contracts with 
AIG, whether in my capacity as a Director of the New York Federal Reserve Bank or in my 
capacity as a Director of Goldman Sachs. Directors of the Bank were neither involved in nor 
consulted in connection with negotiations with Goldman Sachs or other AIG counterparties. As 
I explained in my prepared statement, 1 received a suramaiy courtesy briefing about the 
November 10, 2008 transaction to repay AIG’s counterparties at par after the transaction had 
been completed, but this briefing did not include details about the Bank’s negotiations with 
counterparties. 

2. Have you been involved in any efforts to prevent disclosure of the New York Fed’s 
assistance to AIG? Were you aware of the numerous emails from New York Fed 
official James Bergin that sought to gain special security status for AIG disclosures to 
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the Securities and Exchange Commission - protections that arc typically only used for 
national security purposes? Did you approve of these efforts? If not, who empowered 
Mr. Bergin with the authority to pursue obtaining possible national security status for 
AIG material from the SEC? 

No. I have not been involved in any efforts to prevent disclosure of the Bank’s assistance 
to AIG, nor am I aware of the emails to which you refer. I did not approve or ratify these efforts. 
1 do not know who empowered Mr, Bergin with the authority to pursue national security status 
for AIG material. Again, because Directors of the New York Federal Reserve Bank arc walled- 
off from any decisions regarding individual financial institutions, any decisions related to the 
disclosure of the AIG counterparties’ names were outside the scope of my authority as a Director 
of the Bank. 

3. Were you aware of the January 13, 2009 email from Davis Polk & Wardwell attorney 
Diego Rotsztain that sought to ensure AIG’s regulatory filings were kept secret and did 
“not get into the wrong hands?” Did you follow the advice of Mr. Rotsztain or approve 
of the efforts taken to conceal AIG’s counterparty information? 

No. I was not aware of the January 13, 2009 email from Mr. Rotsztain to which you 
refer. As explained above, any decisions related to the disclosure of AIG’s counterparty 
infonnation were outside the scope of my authority as a Director pursuant to the policies and 
procedures of the Bank, I therefore was not involved in and did not ratify or approve any 
decisions relating to .AIG’s regulatory filings or disclosure obligations. 

4. Were you aware of the December 4, 2008 email from New York Fed official Danielle 
'Yiccnte which stated that releasing AIG’s counterparty information would be 
“politically sensitive” and that “it would be hard to sell the public on US funds to buy 
foreign entities out of AIG risk, especially since the foreign regulators were contacted, 
etc.?” Other than demonstrating a full understanding that the decision to withhold 
information was political in nature, this email seems to imply that foreign regulators, 
such as France’s Commission Bancaire, were willing to negotiate on AIG’s 
counterparty payments to such institutions as Societe Generale. Were these foreign 
regulators, in fact, willing to negotiate? If so, please provide a complete record of all 
Federal Reserve Bank of New York communications during these negotiations. 

No. 1 was not aware of the December 4, 2008 email from Ms. Vicente to which you refer 
and 1 have no knowledge of whether foreign regulators were willing to negotiate on AIG’s 
counterparty payments, other than what has been subsequently reported in the press. 

5. Did you ever have any conversations with Secretary Geithner regarding the possible 
tear-up of Goldman’s contracts with AIG? Was the lack of statutory authority for the 
New York Fed to act upon this possibility ever cited as a rationale for not accepting 
Goldman’s willingness to tear up these contracts? If so, who was responsible for citing 
this lack of statutory authority ? 

No. As stated above, I was not aware of an offer by Goldman Sachs to tear up its CDS 
contracts. I did not have any conversations with Secretary Geithner regarding such an offer. 
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6. During a January 26, 2009 interview with CNBC, Senator Jim Banning claimed that 
the staff of the Federal Reserve was not in favor of rescuing AIG similar to the 
government’s treatment of Lehman brothers. However, he cited an email from 
Chairman Bernanke to the Federal Reserve staff that served as a directive to save AIG 
due to the potential risk that AIG’s failure might pose to the L.S. economy. Can you 
confirm or deny that this differing of opinion existed between the Fed’s staff and 
Chairman Bernanke, and do you know if this email does, in fact, exist? 

No. 1 had no knowledge of whether there was a difference of opinion between the 
Federal Reserve staff and Chairman Bernanke on whether to rescue AIG prior to the January 27, 
2010 hearing and I do not know whether the email you describe in fact exists. As I previously 
explained to the Committee, 1 did receive a summary courtesy briefing from senior Bank officers 
on the September 16, 2008 rescue of AIG after the decision to do so had been finalized, but that 
briefing did not include any information on internal Federal Reserve deliberations. 
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Responses of Stephen Friedman to Supplemental Questions for the Record 
from Rep. Spencer Bachus, Ranking Member, Committee on Financial Services 

Committee on Oversight and Government Reform 
Hearing on 

“The Federal Bailout of AIG” 

January 27, 2010 

1. During the fall of 2008, were you aware of the offer by Goldman Sachs to tear up its 
CDS contracts with AIG, which would have saved taxpayers more than $5 billion? If 
so, why was this option not explored or acted upon? 

As I noted in my prepared statement for the January 27, 2010 hearing, in my hearing 
testimony, and in the letters from my counsel to the Committee staff of January 15, 2010 and 
January 19, 2010, the structure and statutory framework of the Federal Reserve System gives the 
Board of Directors of the New York Federal Reserve Bank (the “Bank”) no role in or authority 
over the regulation, supervision, or oversight of banks, bank holding companies, or other 
financial institutions. Rather, pursuant to the Federal Reserve Act, the Bank Directors’ duties are 
limited to “mak[ing] recommendations on monetary policy” and supervising certain aspects of 
the Bank’s administration, such as approving the Bank’s budget, reviewing the Bank’s internal 
controls and policies and procedures, and overseeing personnel matters, including assisting in the 
selection of the Bank President and other senior Bank officers. Any policy decisions relating to 
financial institutions are carried out by the officers of the New York Federal Reserve Bank, 
acting at the direction of the Board of Governors of the Federal Reserve System in Washington. 
During my service as a Director, the New York Federal Reserve Bank maintained robust policies 
and procedures to wall-off Directors from any decisions involving the regulation and supervision 
of banks, bank holding companies, or other financial institutions. As set forth in my statement 
and testimony, I and the other Directors of the New York Federal Reserve Bank were not 
involved in the decision to bail out AIG, the decision to repay the AIG counterparties at par, the 
decision not to publicly disclose those counterparties’ names, or any other decisions related to 
the AIG rescue or AIG’s regulatory disclosures. I did not ratify those decisions, I do not know 
who made those decisions, and I do not know why those decisions were made. 

In response to Congressman Bachus’s specific question, I do not recall having any 
knowledge in the fall of 2008 of an offer by Goldman Sachs to tear up its CDS contracts with 
AIG, whether in my capacity as a Director of the New York Federal Reserve Bank or in my 
capacity as a Director of Goldman Sachs. Directors of the Bank were neither involved in nor 
consulted in connection with negotiations with Goldman Sachs or other AIG counterparties. As 
I explained in my prepared statement, I received a summary courtesy briefing about the 
November 10, 2008 transaction to repay AIG’s counterparties at par after the transaction had 
been completed, but this briefing did not include details about the Bank’s negotiations with 
counterparties. 

2. Have you been involved in any efforts to prevent disclosure of the New York Fed’s 
assistance to AIG? Were you aware of the numerous emails from New York Fed 
official James Bcrgin that sought to gain special security status for AIG disclosures to 
the Securities and Exchange Commission - protections that arc typically only used for 
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national security purposes? Did you approve of these efforts? If not, who empowered 
Mr. Bergin with the authority to pursue obtaining possible national security status for 
AIG material from the SEC? 

No. I have not been involved in any efforts to prevent disclosure of the Bank’s assistance 
to AIG, nor am I aware of the emails to which you refer. I did not approve or ratify these efforts. 
I do not know who empowered Mr. Bergin with the authority to pursue national security status 
for AIG material. Again, because Directors of the New York Federal Reserve Bank are walled- 
off from any decisions regarding individual financial institutions, any decisions related to the 
disclosure of the AIG counterparties’ names were outside the scope of my authority as a Director 
of the Bank, 

3. Were you aware of the January 13, 2009 email from Davis Polk & Wardwell attorney 
Diego Rotsztain that sought to ensure AIG’s regulatory filings were kept secret and did 
“not get into the wrong hands?” Did you follow the advice of Mr. Rotsztain or approve 
of the efforts taken to conceal AIG’s counterparty information? 

No, I was not aware of the January 13, 2009 email from Mr. Rotsztain to which you 
refer. As explained above, any decisions related to the disclosure of AIG’s counterparty 
infonnation were outside the scope of my authority as a Director pursuant to the policies and 
procedures of the Bank. 1 therefore was not involved in and did not ratify or approve any 
decisions relating to AIG’s regulatory filings or disclosure obligations. 

4. Were you aware of the December 4, 2008 email from New 'V'ork Fed official Danielle 
■Vicente which stated that releasing AIG’s counterparty information would be 
“politically sensitive” and that “it would be hard to sell the public on US funds to buy 
foreign entities out of AIG risk, especially since the foreign regulators were contacted, 
etc.?” Other than demonstrating a full understanding that the decision to withhold 
information was political in nature, this email seems to imply that foreign regulators, 
such as France’s Commission Bancaire, were willing to negotiate on AIG’s 
counterparty payments to such institutions as Societe Generale. Were these foreign 
regulators, in fact, willing to negotiate? If so, please provide a complete record of all 
Federal Reserve Bank of New York communications during these negotiations. 

No. I was not aware of the December 4, 2008 email from Ms. Vicente to which you refer 
and I have no knowledge of whether foreign regulators were willing to negotiate on AIG’s 
counterparty payments, other than what has been subsequently reported in the press. 

5. Did you ever have any conversations with Secretary Geithner regarding the possible 
tear-up of Goldman’s contracts with AIG? Was the lack of statutory authority for the 
New York Fed to act upon this possibility ever cited as a rationale for not accepting 
Goldman’s willingness to tear up these contracts? If so, who was responsible for citing 
this lack of statutory authority? 

No. As stated above, 1 was not aware of an offer by Goldman Sachs to tear up its CDS 
contracts. I did not have any conversations with Secretary Geithner regarding such an offer. 

6. During a January 26, 2009 interview with CNBC, Senator Jim Bunning claimed that 
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the staff of the Federal Reserve was not in favor of rescuing AIG similar to the 
government’s treatment of Lehman brothers. However, he cited an email from 
Chairman Bernanke to the Federal Reserve staff that served as a directive to save AIG 
due to the potential risk that AIG’s failure might pose to the U.S. economy. Can you 
confirm or deny that this differing of opinion existed between the Fed’s staff and 
Chairman Bernanke, and do you know if this email does, in fact, exist? 

No. I had no knowledge of whether there was a difference of opinion between the 
Federal Reserve staff and Chairman Bernanke on whether to rescue AIG prior to the January 27, 
2010 hearing and I do not know whether the email you describe in fact exists. As I previously 
explained to the Committee, I did receive a summary courtesy briefing from senior Bank officers 
on the September 16, 2008 rescue of AIG after the decision to do so had been finalized, but that 
briefing did not include any information on internal Federal Reserve deliberations. 
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promotional messages from Ernst & Young LLP (except for Ernst & Young Online and the ey.com website, which track e-mail j^eferences through a separate process) at this e-mail address by forwarding this message to no- 
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DRAFT 

Concrete Activities: 

FRB Step in as Counterparty to Security Lending / Repurchase Agreements 

• Iminediateiy have FRB step in as counterparty to a Security Lending program 
with multiple AIG entities including Security Lending Pool of Insurance entities, 
AIG FP’s unencumbered asset pool. ProceKis used to pay down outstanding FRB 
Credit Facility. 

o To dos; 

• Confirm eligibility of program for FRB 

• Determine w'hich AIG entities have assets that would be eligible 
for the program 

■ Assess eligibility of collateral for the FRB and haircuts 

• Determine funding level 

■ Ensure that proceeds from any Security Lending program are used 
to pay down the Credit Facility 

■ Determine Insurance regulatory angle related to the program 

■ Replace AIG Investments as the Manager of the program 

• Develop criteria to liquidate assets in the pool as and where 
appropriate 

Trade Guaranty for AIG FP (On hold) 

• Provide Trade Guaranty to AIG FP counterparties (principally on Multi Sector 
CDOs) contingent upon counterparty agreeing to all three steps: 

o Returning collateral to AIG FP 

o Counterpart}' agreeing to release AIG Parent from guaranty in return for 
guaranty from FRB 

o Counterparty agreeing to remove termination triggers 
AIG FP uses proceeds of returned collateral to pay down FRB facility, 

• To dos: 

o Understand timing of this relative to MLII 
Malden Lane I! and III 

• Establish a entity(ies) to purchase RMBS, CMBS, Multi Sector CDOs and other 

FP derivatives (MLII and MLIII) from AIG FP, Security Lending program and 
other AIG entities. AIG would own and equity piece with a defined return and 
share in piece of the upside and FRB would provide financing (or guaranty a 
covered bond that would be financed w'ith third party money). Security 
positions would be sold from AIG to MLII/UI at current mark (subject to 
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stmctural considerations). Financing would be needed to purchase securities 
and derivative settlements. Partial d?jective would be to sell RMBS from 
Security Lending program to dean up insurance balance sheets. Derivative 
positions would be sold at oirrent marks (subject to stmctural considerations) 
All collateral posted to and from related to the derivative positions would be 
transferred. All trades under an existing CSA would be transferred (needs to be 
evaluated). A Liquidity fadlity would be needed to fund the physical settlement 
of CDS prior to liquidation of collateral. FRB would provide a keep well 
agreement/guaranty on the performance of all transactions within the stmcture. 

Derivative Counteipaity would need to agree to the following prior to novation; 
o Transfer of all collateral to MLII/lll 
o Unwind of all prior FW3 guarantees (if appropriate) 
o Counterparty agreeing to release AIG Parent from guaranty in return 
for guaranty from FEIB (or MLII/IIO 
o Counterparty agreeing to remove termination triggers 
o Counterparty agreeing to novate trades to MLIl/ni. 

Securities purchased would be available to settle contingent claims on derivatives. 
Cash collateral purchased from FP w«jld be reinvested in liquid investments. 
Multi Sector component of entity would be similar in structure and activities to 
Athilon Capital. ML It/lll would need a way to offset derivative positions that 
are transferred into book to mitigate market risks. May consider mirror trades 
with AIG FP or another street counterparty. MLII/IIT would hold credit risk on 
book for AIG FP and receive collateral on street derivatives. 

Securities vs. derivatives could be split into two structures as needed. 

To dos 

• Need to size the debt and equity (tranche activities) 

• Determine pricing of liquidity facility, guarantee fee, 

• Determine Risk management process, operational process 

• Determine covered bond (third party) vs direct FRB lending. 

• Open trading lines for replacing of book if not on a matched book basis 

• Determine if CSAs can be split 

• .Assess what trades to circle and what trades to move - market risk 
management as key driver - delemiine assessment criteria 

• Agent for risk management activities 

• Legal agreements, due dligence... 

• Determine what to do with Counterparties that do not want to move over 
(expected to be few) 

• Determine mark process for moving trades between FP and ML IT/Ill 

• Assess hiring FP Treausury, Back Office ... for trade operations 
(alternative party preferred) but timing unknown 
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Sarah Dahlgren/NY/FRS 

10/04/2003 01:47 PM 


dan tester 


bcc 

Subject 

anached pres«^on 


was provided to us last night - we had asked AIG to pi^ togethw Its (^ansforwlndtngdawnAIGFP — this was prepared Py AiG, McKinsey and Blackrock the 

attached wii! be discussed with us on Monday it covers everything except the credit portions (rtK which they have supplied a different set o! their own options 

(developed by Blackston# - if you doni have those, 1 can have someone scan and send to you) and which we are proposing to deal with through the Maiden Lane 
3 structure, although the firm doesn’t know of our alternative yet) 

we can provide an update on Monday aflerdiscusstons with the Imn; the folks working on FP think that what the firm has laid out here is a reasonable plan, 
although execution may be difficutt and the credit portiorr needs to be dealt v^h 

1 

AIG FP Resiiuctuing Wirddown Pian.pdi 


Sarah Oahlgren 

Senior Vice President 

Federal Reserve Bank of New York 

212-720-7537{wofk) 

917-770-8147 (blackberry) 

visit www.n8wyorkf8d.org 
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CiiiiniiiiU' ! nj>' 

Meeting 



Ffi Itl/KWlUtS Mf.Oeillrnai'sOmrt 

05 :OOrM NiiiiiN:r:S8i>-337.85)l cmia: &7'/9ll(.X« 


CaKgoriif 


Ivi.k 

fri ](vir),' 20 («< 

|> 5 :.' 0 PM 


.«> minis 




IV.'iliiirAl 

AiiiiTl'iuLW/FRSaFRS.CliWonlivcly/yrY/FRS'ff'FRS. 
ilitii jcsicrsjiki.ltflisgiiv, JiiiJKs Hcsinc>M/NV/l-'RS®FRS, 
jim .Miihoiie\/Nyfl''RS'>>-l'ltS, Me? 
MtComwll/KY/TRS's/raS, PbuI \V)i>tt^i/NY.TRS.3n«, 
llobers I) I’BUi.wa'NY/VRS-'u rss. SanJv 
Kfiesef/Ny^'RS'ai'RS, &!«* DsihIgnwmTFRSSiTiS. 
Sicvea J KUiaapAjY/yRS'/fFRS, Taicocc 
Cniecki/NY41JS-3TRS/lh,'msi'!lkKtesWYARS'3FRS 


ITetonih KinVNY/raSffntS. Hetai A\«la/NY^RS-5raS. 
Helen \Vvft.ila/m-/rRSi 7 rRS, \ttfUlie 
VVilliaiiis/NY/YRSaFRS, Rose Cwi^lofl^YA^RSSKRS, 
Saiiayia Moisoo’nV/KJIS’SI’HS. Tanshd 
Poiiitcr/NY/rRSSFRS 
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#2 

Conference brtdge information: 

Toll Free Dial in Number: 888-557-551 1 
inn Access/Caller Paid #: 21S-446-3649 
Access code: 6799068# 

Agenda: 

1. Rating agency strategy^ssues 

2. Maiden Lane II 

3. Maiden Lane 111 
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Sarah Dahlgren/NY/FRS 

10/12C008 07:49 PM 


To 

danjesler 


Subject 

^ Update on AIG issues OaMgren) 


Dan -- Just wanted to foitow up with you on our meeting vkIIH Tim on Frtday.....we a^eed to move ahead on iterating with the rating agencies, starting first with 
Maiden Lane2 (RM8S) ...,we don’t have approval yd to do 11 (and won*! make any promises to the agencies), but we need to start getting them comfortable that 
there are solutions in the works to address the digged issues at AK3.....w« are starting with a session tomorrow morning with AtG folks to go over the RMBS 
solution (we've already previewed with Ed and a couple of his fdks} and strategize for the set d meetings with the ratings agencies on Tuesday.,.. 

v/e'll plan to continue working out the details on MakJen Lane 3 owr the banning of the week, but wont show our cards to either AIG orlhe rating agencies onti! 

later in the week (and until after weVe seen whatever progress can be made on tearing op trades at FP Larry Fink and Ed Liddy are coming in tomorrow to 

meet with Tim and me to talk about the tear-up process.,,,) 

we're also working through capital ideas as well as deal ^ructure over the course of the week (with the hope of having a full package of things we can propose to 
do in the noMoo-distant future).,.,. 

we’ll keep you posted as the week continues if you have any Ihoughls/ideas or olher iNngs we should be thinking about, please give a holier 

also, wanted to make sure you had the documerrts from Friday's call (ML2aito rating agency strategy .. .ML 3 document will be sent around tomorrow),,., 
thanks.... 

Sarah 


AIQFRBNYMl210'10pfi AIG fiatlngAgencySKateayfce 


Sarah Dahlgren 
Senior Vice Pre^dent 
Federal Reserve Bank of New York 
212-720-7537 (work) 

917-770-8147 (blackberry) 

visil www.newyorkfect.org 


— Forwarded by Sarah DaWgrerVNY/FRS on 10/12/2008 07-37 PM — 
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Thomas Baxter/NY/FRS 
1C/1S/2C0S0703AM 


To 

Sarah Oah^ren/NY/FRS^RS 


bcc 

Sub)6d 

Re AiGce8l«»^1529718FBiC008E£852576AF0C0F522A 


Sarah, 

This is progress, and I am sure you are the precipitaHng factor. There is reaJ revistooist Nstory here on ML 1 * it did not happen this way and I was there. We 
need to keep pushing, and l wH! try to do some today 


Sent from my DiackBerry Handheld. 


Original Message 

From: Sarnh Dahjgren 

Sent; 10/15/2008 12:55 Af1 EUT 

To: Tiinothy Geithner; Thoras Baxter 

Cc; Michael Silvaj Mag McCoiinell; Michael Held; Kristin Mayeij Terrenes Checki; Ctuistiiie Cuming 
Subject: Fw: AIG cell tonight 

To tiring you up to speed following our discussions earlier this evening .we spent another houfvrith Board staff this evening on the way forward 

1. We described the need fora broad set of sdutions for the pnM^em» starting wth the securities borrowing transaction last week; and indicated thalil wasn't just 
one "fix" that was needed, but a package of things that addressed the key issues at the firm (Uguidlty and capitsi).... 

2. We Indicated that the programs announced this morning need to be assessed for applicability to AIG; Deborah Bailey confirmed that (he FDIC wasn't looking to 
have AIG in the guarantee program longer than 30 days.. ..she also indicated that <t wasn't cicarltiat itwas the FDIC's call; we indicated that we were In 
discussions with the firm on their analysis and that we were doing the same •• but that additional clarity around all of them was needed, particularly since the 

agency press releases and other documents arent all consistent across one another {also told (hem it didn't r« the problems, but possibly bought us some small 

amount of time} 

3. We indicated that even with the programs announced this morning, we nevertheless needed to press forward on the set of solutions that we had In train •• 
namely, ML 2 end ML 3, deal restructuring and rations on capital, and keepweii/guarantee options ~ since It wasn't at ail clear that any "bong" out of this morning's 
announcements would buy us anything other than e little time Board staff again reH»r$/6(/ ilwl f/taydidnith/nkthatthe Governors (unnamed) would go fOr ML 2 
or ML 3...lhelr ears parked up. (hoog/t, when we fndiCafed ffiaf ML 2 would be done only as an "out" for the seairltlea borrowing transsctlon and wouldn't tie an 
"add" to the cwrenl total of programs (so, 24 in RMBS in exchange tor 37.8 exited): they continue to push back hard on ML 3 

4. We described the ratingagency process ih^ we were intending to follow -togetherwilh the firm -starting tomorrow with Step 1 and leading up to 
announcement of 3Q earthings on November 5 (this can be accelerated if need be depending on rating agency reations, and any Indications they are prepared to 
act): 

Step 1: This week tO/13: two pieces to talk with the rating agencies about: a) discuss the Treasury/Fed/FDIC announcements in the context of AIG: new news, 
could have a positive impact, still needs to be assessed, work is being done to assess impact as well as garner more details on the options, etc.... and b) discuss 
the RMBS structure option, essentially on a no-name basis (so. theFRBNVs nameisnionany of (he slides the firm will be using) to elicit feedback from the rating 
agencies on the "total sec lending solution"..... 

step 2: Begining of next week 10/20: two pieces here as well: a) open disoissions on FP possi£»lities-essenlialiy working through the ML 3 concepts and 
any other solutions that come through those discussions: and b) discussion on restmauring of loan terms {rale, ticking fee. maturity, etc....) 

Step 3: End of next week 10/2S: one piece, a) discus^on of the capital options 

Step 4; Beginning of tO/27: one piece: a) keepwell/guaranlee Board staff emphatically said this was off the table: we countered with questions about why it 

wassoclearly off the table and suggested, asiveff, fhaf perhaps fh/s was swnefWngfftaf Treasury coofd do they weren't willing to considerit ~ and suggested 

that we needed to do some work with Treasury to oef /hem to do fhekeepweft^aranfee ... we fftfrik this is son?e/h/fK; we need fo have in our back pockets hist for 
c ontingency Durcoses ■■ if a ratings dowrKyadehano en s at anytime m the next three weeks or afterwards, we will need this to actect anvvalue in the insurance 
companies and. Imaortantly. to avoid a disorderly seizure by reoulators of toe insuranco comoanfes /weV pfovt'de more details on this in our hankruptov 


Board staff agreed with our plan to move ahead wHh Step 1 ; they are reluctant to give any go ahead on Step 2 (particulariy ML 3/Financial Products 

solutions) and seemed open to talking about deal structure and capital options the rating agencies, (hough, are going to be looking for the FP solutions 

sooner rather than later (the second fix for the lather Kguidity bleed in the company) 

we agreed to talk again later ir: the week (meanwhile, we are conlmuing to mdude ttiem in aB discusskw-s on ML 2 and ML 3, as well as other briefing 
opportunities) 

Rich and Kieran ended on a relatively positive note (I'm looldr^ for any po^ives these days) by indicating that they are wiling to do what they can at Board staff; 
that there is a realization by the Governors that they may need to lend more to the systerrsc risks and they aren't against lending more into a troubled 
situation if necessary to prevent systemic implicalions; finafly, ^er IQeran or Rich mdicated that the Governors have cited the Bear Steams deal as a one-off deal 
that v/as done on the understanding it wouWnl be done agaki (so ML 2 and ML3arenTweiI-rece(ve«,.,).,..l/Ve asked again - if they have other options that we 
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should be putting on our list of things to consider, weVe very t^n to that 

Weil be coming back to you with our thinking on the restrut^ringc^ the deal ami capital issues later in the week; we're making progress on that front even though 
we just started tonight, but should have something to shme later in die week..... 

Questions that were a.sked repeatedly by staff on the call fbut were gitributcd to Govenrofs)-. 

1. What does any of this buy us? 

2. What if the rating agendas still downgrade the firm? (Ittis is viAy they have to think much fonger/t^arder onlhs keepv.sH/guarantes question) 

3. What are the systemic implications of a downgrade? (de^ffUsissiiaa’todo’fOrusastliB Governors haven't gotten anymore comfortable with ans^vers 
thus far provided by Board staff, we are working (xi a prasei^e^ion ive can waSt hvoagh anyone -who is interested: we agreed with Staff that we would aim to 
do a round v/iffi them at the beginningof nert week and a mtmdv^h the Governors ri^afferihat: Board staff is working with Clint to also provide input on the 
systemic implications of FP) 

A. Treasury has communicated that it is not interested h doirg anytNng for A!G. VWiat is your next step here? (that was directed at the FRBNY) 

6. Aren't you using the leverage and influence that you have on the firm to be ftircing them to use the money we are providing to them to FIX the problems? (don't 
get me started on answering this one } 

Holler if you have questions or want to (oBow up more on any of th^ issues 

Sarah 


Sarah Dahlgren 
Senior Vice Prs^dent 
Federal Reserve Bank of New 'fork 
212-720-7537 (work) 

917-770-8147 (bladtberry) 

visit www.newyorkfed.org 


— Forwarded by Sarah Dahlgr«nfttY/FRS on 10/14/2008 11:47 PM — 


Rich Ashton/BOARD/FRS^BOARD 
10/14/2003 07-,27 PM 


To 

Sarah Oahlgran^Y/FRS^FRS 

Kieran FaltorVBOARO/FRSSBOARO. don D Graenlee/BOARDrFRSgBOARO. 
Michael S Gibson/BOARO/FRS@BOARD. DebBfaft P 
eail«y/BOARCV=RS®BCARD 

Subject 

AIG sal! tonight 


Sarah, Forour call tonight we wanted lo update you on where we stand at ihe Board as of today. We have nol gotten clearance on either of the Avon or Nova 
structures, and there may still be some legal obstacles with these proposals. We are espedally concerned about the novation of the CDS portfolio, which still 
looks mote like a guarantee, which we can'! do. than a loan. So you still should not discuss ihese strategies tomorrow. 

Moreover, there may be a more solid basis for the rating agencies to at least consider holding reissuing a new rating for AIG. As you know, the FOICJust 
ennounced yesterday the Imf^ementation of a guarantee program that wH fully guarantee for 30 days the senior unsecured debt of eligible U.S. sevlrtgs and loan 
holding companies. After 30 days, eligible inslttutlon will have the option to continue in ihe guarantee program in return for the payment of a guarantee fee. 
Obviously, if AIG qualifies for the FOIC guarantee (vogram that fact should have a significant bearing on the company's debt ratings. Given that the guarantee 
program was just announced this morning. AIG and (he rating agencies are probably still scrambling to figure out how the guarantee program may impact the 
company and its credit ratings, until that gets sorted out mora deflnilively. it would seem premature (and potentially Irresponsible) for ihe rating agencies to go to 
committee on AIG's credit rating. 
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Thomas Baxter/NY/FRS 

1C/15/2G08 07.03 Ay 


To 

Sarah 0^>^en^YA:RS@FRS 


bcc 

Sut^ect 

Re AH3«atort^1529718FB1C«30EE6S2576AFOOOF522A 


Sarah, 

This is progress, and I am sure you are the precipitaling tactor. There is real revisionist history here on ML 1 - il did not happen this way and l was there. We 
reed to keep pushing, and i will try to do some today. 


Sent from my BlackBeiry Handheld. 


Original Message — 

From: Sarah Dahlgren 

Sent: iO/iS/^CCS i2s56 AM EOT 

To: Tir.othy GelChnet; Thones Baxter 

Cc: Mlrhdsl Silvn; Xsg McConnell; Michdel Held; Ktistln Mayet; Ten«ti;;« Check!; CliiisLiiie Cuiw.iiig 
aufajeot: rw. Aid call tonight 

To bring you up to speed following our discussions earlier this evening .we ^nt another hour with Board aaff this evening on the way forward 

1. We described the need for a broad selof sofiHl^sforlhe problem - starting with the securities borrowing transaction last week; and indicated that It wasn't Just 
one "fix" that was needed, but a package of things that addressed the key issues at the firm (Kqudity and capita!).... 

2. We indicated that the programs announced this morning need to be assessed for applicability to AIG. Deborah Bailey confirmed that the FDIC wasn’t looking to 
have AIG In the guarantee program longer than 30 days . ..she also indicated that it wasn't clear that it was the FDIC’s call: we indicated that we wore In 
discussions with the firm on their analysis and that we were doing the same - but that additional darity around all of them was needed, particutariy since the 

agency press releases and other documents aren't all consistent across one another (also told them it didn't Hx the problems, but possibly bought us some small 

amount of time) 

3. We indicated that even with the programs anr*ounced this morning, we nevertheless needed to press forward on the set of solutions that we had In train - 
namely. ML 2 and ML 3. deal restructuring and options on capital, and keepweli/guaramee options - ^nce if wasn’t at all dear that any ’bang" out of this morning's 
announcements would buy us anything other than a Ritte lime Board stalf again reiterated lhat Ihey ttiM ttiattna Governors (unnamed) muldgo for ML 2 
or ML 3. . , their ears perked up, though, when we rndicafed that ML 2 wouW be done only as an "out" lor the securihes borrowing transaction and wouldn't be an 
"add" to the current total of pro^ams (so. 24 in RMBS in exchange for 37.8 exited): they continue to push back hard on ML 3 

4. We described the rating agency process that we were intending lo follow - together wilh the Arm - starting tomorrow with Step 1 and leading up to 
announcement of 3Q earnings on November 5 (this can be accelerated if need be depending on rating agency reatlons, and any Indications they are prepared to 
act): 

Step1: This week IQ/13; two pieces to talk with the rating agencies about: a) discuss the Treasury/Fed/FDIC announcements in the context of AIG: new news, 
could have a positive impact, still needs to be assessed, work is being done to assess impact as well as garner more details on the options, etc.... and b) discuss 
the RMBS structure option, essentially on a no-name baSs (so, the FRBNY's name ism on any of the slides the firm will be using) to elicit feedback from the rating 
agencies on the "total sec lending solution" 

step 2: Begining of next week 10/20: two pie<^ here as well: a) open discussions on FP possibiikies- essentially working through the ML 3 concepts and 
any other solutions that come through those discussions; oxl b) discussion on restructuring of loan terms (rate, ticking fee. maturity, etc....) 

Step 3: End of next week 10/25: one piece, a) discussion of the capital o|Hions 

Step4: Beginningof 10/27: one piece: a) keepwell/gua.rarrlee Board staff etnphatkMy said (his was off the table; we countered with questions about why it 
was so clearly oft the table and suggested, asweH, that perhaps this was somethktg that Treasury could do..,..they weren't willing to consider it - and suggested 
that we needed to do some work with Treasury to gelOiem to do /he keepwell/guarantee .. . we tNnk this is somethino we need to have in our back pockets iust for 

companies and, imporiantlv. to avoid e disordertv seizure bv regulators of /he insurance canoanies Iwetl provide more details on this in our bankruptcy 
dis cussion)..,. 

Board staff agreed with our plan to move ahead with Step 1 ; they are reluctant to give any go ahead on Step 2 (particularly ML 3/Ftnanciai Products 

solutions) and seemed open to talking about deal structure and capital options the ratirtg agencies, though, are going to be looking for the FP solutions 

sooner rather than later (the second fix for the lather kqukmy bleed in fhe company) 

we agreed lo talk again later in the week (meanwhile, we a, re continuii^ to indude them (n all discussions on ML 2 and ML 3, as well as other briefing 
opportunities) 

Rich and Weran ended on a relatively positive note (I'm looking (w any positives these days) by indicating that they are wiling to do what they can at Board staff; 
that there is a realization by the Governors that Urey may need to lend more lo oblate the systemic risks and they aren't against leriding more into a troubled 
situation if necessary lo prevent systemic implic^ions: firtally, either Kieran or Rich indicated that the Governors have cited the Bear Steams deal as a one-off deal 
that v/as done on the understanding it wouldn't bedotre again (so ML 2 and ML 3 areni well-received.. .).... We asked again - if they have other options that we 


CONFIDENTIAL 


FRBNY-TOWNS-Rl - 1 9 4 1 4 9 



433 


should be putting on our list of things to cofisider. vrefe very open to UiaL.... 

We'll be coming back to you with our thinking on the res^uctufing of ttie rlee) and capital issues taler in the week; we’re making progress on that front even though 
we just started tonight, but should have something to share tatw in the week.... 

Questions that were asked repeatedly bv start on the ct^ fbut were attributed to Govemorsl: 


1 . What does any of this buy us? 

2. What if the rating agencies stilt dowigrade the firm? phis is why they have to fhanfc much longer/harder cnthe keepV'^ell/guarantee ques(ian) 

3. What are the systemicimpiicationsof a downgrade? (ctearty this is stx a ‘lotfo’torusastiK Governors haven't gotten any more comfortable with answers 
thus fttr prowded by Board sfa/i;- wears working on a prssentatkmth^ we can walk throu^ anyone vi^ is interested; we agreed with Staff that we would am to 
da a round ivffh fbem at the begtnrt/ng of next week and a roijndwShfhe Gove/Trors/^f after /ha.’: Board sfafl'rs working with dint to also prowrie I'npr;? on fbe 
systemic implications of FPj 

4. Treasury has communicated that it is not interested in doing anyttung for AIG. What is your next step here? fWiaf was d/recfed af the FRBNY} 

5. Aren't you using the leverage and inPluonce that you have on »te firm to be forcing them to use the money we are providing to them to FIX the problems? (dor.i 

get me started on answering this one ) 

Holler if you have questions or want to follow up more on any of tfi«e ^tes 

Sarah 


Sarah Dahigren 
Senior Vice President 
Federal Reserve Bank of New York 
212-720-7537 (work) 

917-770-8147 (blackberry) 

viatwsvw.newyorkfed.org 


— Forwarded by Sarah Dahlgren’NY/FRS on W14/20C8 11:47 PM — 


Rich AshtorUBOARO/rRS@BOARD 
1Cfl4l2C08 07:27 PM 


Sarah Oahlgran/NY/FftS@FRS 
cc 

Kie'atr FaHorVaOARC»FRS@eOARO, dOA 0 Greenlea/BOARDIFRS^BOARD, 
Mrchaai S Gibson;eOAROiFRS@BOARO. Deborah P 
eailey/BOARO/FRS@90ARO 

Subject 

AIG call tonight 


Sarah, For our call tonight we wanted to update you on where we stand at the Board as of today. We have not gotten clearance on either of the Avon or Nova 
structures, end there may still be some legal obstacles with these proposals. We are especially concerned about the novation of the CDS portfolio, which still 
looks more like a guarantee, which we cant do. than a loan. So you still should not discuss these ^rategies tomorrow. 

Moreover, there may be a more solid basis for the rating agencies to at least consider holding off issuing a new rating for AIG. As you know, the FDIC Just 
announced yesterday the implemcniationofs guarantee program that will fully guarantee for 30 days the senior unsecured debt of eligible U.S. savings and loan 
hoiOing companias. After 30 days, eligible institution will have the option to continue in the guarantee program in return for the payment of a guarantee fee. 
Obviously, If AIG qualifies fortheFOIC guarantee program that fact should have a significant bearing on the company's debt ratings. Given that the guarantee 
program was just announced this morning, AlG and (he rating agencies are (mbauy sliil scrambling to figure out how the guerentee program may impact the 
company and ffs credit ratings, unlil that gets soiled out more denniiivciy. it would seem premature (and potentially irresponsible) for tho rating agencies to go to 
committee on AlG's credit rating. 
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Capital/Facility Strategy 

Siirah Dahlgren 


Timothy Geithner, "niomas Baxter. 

Terrence Checki. christine.cumming, 

Sandy Krieger 

10/19/2008 09:52 PM 


Michael Silva. Meg McConnell. Michael Held, 

Steven, Manzari, paul.v^iynott. Robert D Patalano. Jim 
Mahoney, james hennessy 
Show Detai s 


We vvaiiled (o send along llie deck llwl MS has develof)aJ and tl«l ue walked llirongli lliis evening v\ ilh fliem; ue provided soiiie 
feedback and want to see a couple of addilioiia! slides added (for e,Kaniple. we asked that t!ie> produce a companion slide to page 
12 tlwt would show a possible scenario given revised tenor of tire facility, new a^t values, current market environment, etc.,,, so 
that wc could see what a modified divestiture and capita! fracture plan might look like; also, wc'vc asked them to do some 
analysis on the curretii market cm ironinent and expectations looking out over time to assess the "value” of extending the asset 

dispositions over a longer period of titiie ) B(Sh Ke\in Warsh and Dan Jester hav^e asked to see this ns soon as possible (told 

them we'd ha^’C something tomorrow to share) - bm wanted to give you a cliance to sec it and ask questions before shooting it out 
to tliem if you’d like to talk tomorrow about this, let tK know we're also working wiUt E&Y to Figure out changes on rite 
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tenns of the loan (like 0% ^’s. 1 no commitment fee, tenor, etc...) and impact of tlwse changes (which Oic rating agencies 
don’t seem too interested in - tiiey’re basically ignoring the PIK fornowsinc^ jt doesn't ha^ c cashflow implications., and haven't 
really factored it into the amount \i'e'd be owed back in twx) jrears either....aItiioiigli tiiey'd like to see tlie company have more time 
to dispose of assets) * ************ ♦Sarah DaWgrenSenior Vice PresidentFederalReserv-e Bank of New 
York212-720-7537(work)9l7-770-8147(bl3ckbeny)visitwwv.new>orkfedorg* ************* 


- A!G 2008.10.19 Capita! Structure v2.pdf 
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Sarah D#hlgren/NY/FRS 

10.'20/2C08 09:24 PM 


To 

W»s>YK}ARO^RS. dan tester 

Timothy Geffl^my/FRS^^ 
bcc 

Subject 

Draft Proposa! 


As we discussed -• we worked with Morgan Stanley over the weekend to develop some options on capital/fadlity structures that would address the rating agency 
concerns and provide the company with some flexibiSly in the near-term to address fHoW^sand dispose of assets....lhe capitai/fadlity recommendations would 
be in addition to Maiden Lane 2 (RMBS solution) and Maiden Lane 3 (COS st^irtion) solutions 

The attached is still a work-in-progress; we have a couple riiore sc&tariosAdeas that we've a^cd them to go through (including other options on capital raising, 
etc...), asweii as legal analysisof options that we still need to complete; we expect to have a fun package of solutions to discuss mid-week (in anticipation of 
further iterations with rating agencies this week and nerd) 

Please holler if you have questions or other feedback we ^ould be considenng thanks! 

AlC. 20CS,10 20 Capital Stiuctuie vS udf 


Sarah Dahigren 
Senior Vice President 
Federal Reserve Bank of New York 
212-720-7S37 (work) 

917.770-8147 (blackberry) 

visit www.newyorkfed.org 
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Sarah Dahlgren/NY/FRS 
1C/2C/2C03 10:39 PM 


Thomas 8axter/NY/FRS@PRS. TimoSty 
Geitlvieffl^/FRS@FRS. Teffence ChecW«Y'FRS@FRS 


bcc 

Sut){«ct 

Fw Need to tall: 


sijK I’ui been rcidicii iti. 


I think the "support your efforts” part of this message sounds po^e and, in fad. I just got off the phone with Greeniee so, they really are serious about 

heiping and the ertorl Utal Warsh/Kohn warn to push is the ’overaB solution" to take to Treasury {something alortg the lines of ML 2 and ML 3, dus restructuring of 
the faciiSy PLUS a slug of capitai from Treasury)...Jon mentioned lh« they vrouW fike to see how to use TARP money to fix the captal structure of the firm and to 

hold off the rating agertcies for a good amoud oflinse (so. donido bandaids) asforthecacriljy purchase plan limitations, with AiG’s RWA, they'd be eligiWe for 

around S16B at 3% of RWA (maybe a litlie less-.and we still tave to deal wththeOTSj 

on the guarantee front, assuming that the eligibility orteria will be consistent with the capital program and AIG qualifies, there may actually be room for additional 
capacity under this program if the answer to the question in the FAQs: “For an eligibiie entity that had little or no senior unsecrued debt on September 30th, how 
will you determine how much you will guarantee?" can be imeipreied positively forme Al6 case: “These entities will abie to Issue debt under the program and the 
amount will be determined bv the FDIC on a case-bv-case basis in consuHaliot^ wBh the eBoible entity's primary federal reoulalor.-." and since (he puaratitee can 

also be used on the CP facility let'sget that 75 bp guarantee «iany1hing that AIG puts in the CPFF (okay, perhaps this is greedy.., ..can we reatiy gel the CP 

guaranteed and get. say. $10B of senior guaranteed debt? }... . 

so. in fact, we could come up with several opiims that include all possibilities; the additionaf capilai from Treasury and a slug of guaranteed senior debt from the 
f6iC and the guarantee on the CP... and then whatever we do to fix the facility it's like a three-way pain sharing agreement 

We’re setting up a call to discuss further with Board staff tomorrow - vre'H walk through an updated version of the MS capitaWaoilly structure (I've attached 

tonight's version... modest changes from yesterday’s verson there's more work still to be done on the other equity raising options (as well as TARP and the 

guarantee program), as well legal analysis) •• to gel their inpul/make them comfortable..,. 

Further, Jon was very clear that they didn’t want to get hi our way and were really trying to be helpful he was apologetic !rt fact., ..and assured me they didn't 

want to interfere (third time he used the word) 

so, forsome strange reason, this evening looks like it’s all about POSSIBILITIES 


Sarah Dahlgren 
Senior Vice Prei^dent 
Federal Reserve Bank of New York 
212-720-7537 (work) 

S17-770-8147 (blackberry) 

visil WWW .newyorkfcd.org 


— Forwarded by Sarah Oahigren/MY/FRS w 10/20/20C8 (S.26 PM — 


Jon.D.Creenlce@frb.gov 
10/20/2003 07,07 PM 

"Sarah Oakigren* <Sarah08Wgrep©fly W>,or 9 > 


Subject 

Need to taSc 


ipoke k'irh Kohn ar 
; thoughts and di: 


1 War.sh today about the situ.afcioa and they 
jctien for us to suppott your efforts. I can 
: may be betcec talk and plan to set up a call 
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Sarah Dahlgren/NY/FRS 
10/21/2008 11-25 AM 


To 

Kevin WarsWBO/y^/R?S@BOARO 


bcc 


Re OfaftCai^ 

F>roposalC«a38CFB93S782OSe52576AF0011A86E 


thanks - 1 talked with Jon Greenlee last night and we are hawng a catf at 3:00 with to go through a revised version of the MS presentation (that includes more 
of the things that we talked about last night.. .with stxne numbers on the anpactt^lhe preferred. e{c.,..)....were planning (o send down another version, but if you 
v/anl to shoot this one around in the interim, that's fme 

v«ll keep you posted..,thanks for your help! 


Sarah Dahlgren 
Senior Vice President 
Federal Reserve Bark of New York 
212-720-7537 (work) 

917-770-8147 (blackberry) 

vi^l vww.newyorkfed.org 


Kevin W<irsh/BOAROiFRS@BOARO 
10/21/2C08 09-52AM 

Sarah Dah!greo/MY/FRS@FRS 

Subject 

Re: Draft Captel f^opoeal 


(hanks sarah, don and t met with Board staff yesterday and had ca* with tirr. along these Bnes, 
does Board staff have draft MS presentation? ok if i forward? 

Ihx 


Sarah Dah!gfen/NY/FRS@FRS 
1C/2C/2CC30921 PM 

Kevin Wardi®OARD/FR3§BOARD, dan.festergJo.treas.gov 
Timottiy Geimnef/NY/FRS@FRS 

Subject 

Draft Pn^»i 


As we discussed - we worked with Morgan Stanley over the weekend to dev^op some options on capital/facility structures that would address the rating agency 
concerns and provide the company with some flexit«iitym the near-term to address problems and dispose of assets.., .the capital/facility recommendations would 
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be in addition to Maiden Lane 2 (RMBS solution) and Maiden Lcme 3 (CDS s<^ution) solutions 

The attached is stiil a work-in-progress; we have a cot^tle rm>re scenaiiosTideas that weVe asked them to go through (including other options on capital raising, 
etc...), as well as iegal analysis of options that we stiKneed to compile; we eiqjeci to have a fuli package of solutions to discuss mid-week (in anticipation of 
further iterations with raling agencies this week and nexO 

Please holler if you have questions or other feedback we ^KHitd be considerHig.....thanks! 

AIG 2003.10 20 C.jpSsI Stiuclvic v6 pdf 


Sarah Dahlgren 
Senior Vice President 
Federal Reserve Bank of New York 
212-72()-7537 (work) 

817-770-8147 (blackberry) 

visit www.newyorkfed.org 
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Sarah Dahlgren/NY/FRS To 

10/23/2008 07:55 AM 

bcc 

Subject 


we briefed them las! niah); 

Maiden Lane 2: Scot! has reservations: but the legal issues aren't as sticky as thye could be; Rich Ashton thir^ks they are making progress on this 

Maiden Lane 3: the new structure 0}uying trt COOs) is much better and easier to analyze than the COS structure; they like this one; probably has sticky legal 
issues as above, but they didn’t think it would be problerrtatic 

Krozner said Treasury couldnl do keepwells/guararflees..-. 

and they were going to talk with Kevin/Don about how to convert out debt to preferred (beyond we didn’t have the legal authority) 


TimMhy Gaemer/NY/FRS^^RS lliomas 
Baxtei:^Y/FRS@FRS 


Board staff 


Sarah Dahigrers 
Senior Vice President 
Federal Reserve Bank cf New York 
212-720-7537 (work) 

017-770-8147 (blackberry) 

visit www.newyorkfed.org 
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rajik Ulcsc aiicraaiivcs? My picfctcncc would be io model like nd^^-cpccscni values of itic tax psn'crkescs 
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tomorrow 
Sarah Dahlgren 


Timothy Geithner, Thomas Baxter, 

Terrence Checki, Michael Silva, Meg 
McConnell 

10/26/2008 12:21 AM 


Paul WhynoH. Jim Mahoney, Sleven.Manzari, Amy Flynn 
Show Det3! s 


for tomorrow, we'd like to do two things: 1. Wc w ant to nin you through tiie latest version of Maiden Lane 3 (CDS solution) - in 
addition to explaining the airreut version of the stnidiire. there are a couple ofcritical decision points that the team needs your 
iiipiil on (find tlial factor into liming issues in rolling out the package) we'd like to do (his at 4 00 (the team will have a deck oul 
loinorrotv on this -- caveat is that it's midnight and we still don't Iwve (lie numbers we need from BlackRock.,.bul they arc 
working on them....)2. As discussed on Fridays c\ ening. we will walk tlirougli the recommended structure on the capital and new 
FRBNY facility to get consensus i%‘ith Treasury .... we asked Moigan Stanley' late tonight for some addiiiontil scenarios (based oti 
tlie cashflow meeting wc had with tlic firm this evening) - 95 the package witli die solutions in it as described in die prior email 

will likely be coming around tomorrow moraing we'd like to do tJiis at 5:00 (assume this is widi Jester?) Thanks * * * « 

"‘SarahDahlgrcnSeniorVicePresidentFederalReservcBankofNew York212-720-?537 (work)917- 
770-8147 (blackbeny)visit wwiv.nctvyorkfcd.org* s************* 
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Thomas Baxler/NY/f RS 

10/26/2C08 09:57 AW 


To 

Sarah O^igren/NY/FRS 


bcc 

Subject 

Re l«r»ffow73022M1S6851A12^:»76^WMF5215 


Sounds good. I am in the office this morning but wiB nc« be here latw on. tsttiereacUalinno. forthese? Thanks. 
Thomas C. Baxter, Jr. 

Genera! Counsel and Executive Vice President 
Federa! Reserve Bank of New York 


Sarah Oahlgren/NY/FRS 
10/26/2008 12.21 AM 

TinwUry Getlhner/NY/FRS@FRS, Thomas Baxter/NY/FRS@FR3 Terrence 
OieekifrfY/FRSQFRS, Michael Si!va/NYifRS@FRS, Meg McConnelU.NY/FRS@FRS, 
»&istn MayernvlY/FRS@FRS 

PaulVWryr»ftffjy/FRS©FRS. Jim Mahonay/MY/FR&gFRS, Stevsn.Manzariigpy ht> org, 
Amy Ftyrm/NY/FRS@FRS 

Su^ect 

tomorrmv 


for tomonow. we'd like to do two things: 

1. We want to run you through the latest version of Maiden Lane 3 (COS solution) - in addition to exj^alnlng the current version of the structure, there are a 
couple ofcfiticai decision points that the team needs your input on (and that factor Into timing issues in rolling out the package) .... we'd line to do ihls at 4:00 

(the team will have a deck out tomorrow on this - caveat is that it's midnight and we still don't have the irumbers we need from BlackRock... but they are woildng 
on them,...) 

2. As discussed on Friday evening, we wll walk through the recommended siructure on the capital and new FRSNV facility to gel consensus with Treasury .... we 

asked Morgan Stanley late tonight for some addktonal scenanos (baseo on the cashflow meeting we had with the fimi this evening) •• so the package with the 
solutions in ll as described in the prior email wHt flkely be coming arounc tomorrow morning we'd line to do this at S:0Q (assume this is with Jester?! 

Thanks 


Sarah Dahlgren 
Senior Vice President 
Federel Reserve Sank of New York 
212-720-7537 (work) 

617-770-8147 (blackberry) 

visit www.newyorkfed.org 


CONFIDENTIAL 


FRBNY- TOWNS-Rl - 1 9 38 1 3 



449 


Materials for 5pm meeting on Capital Structure 

Amy Flynn 

o 


Show Detsis 


Timothy GeWiner, Thomas Baxter, 

Terrence Checki, Christine Gumming, 

Michael Stva, Meg McConnell, Paul 
Whynott, Jim Mahoney, Steven. Manzari, 
dan.je^er 

10/26/2008 03.18 PM 


Please fmd attached maierials for the 5pm meeting to discuss options for the capital stnicmre and FRBNY facilitj', * * * Ainv 

I® 


FiynnFederal Reserve Bank of Ne^v 't'orkOffice: 2i2-720-6431Cell: 347-266-4820 
Discussion Materials, pdf 


- 2008.10.26 Capital Structure 
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Systemic risks of AIG* 

November 3, 2008 

Introduction 

In this memo, I discuss the possible systemic risks from a failure of AIG. The 
particular scenario considered is a bankruptcy filing by AiG, Inc , the parent holding 
company, and AIG Financial Products Corp. (AIGFP), with AJG’s insurance subsidiaries 
entering a rehabilitation process overseen by domestic and foreign regulators. Much of 
the information used to prepare this memo was provided by management representations 
at AIG. In many cases, information is incomplete and the memo’s conclusions should be 
viewed as preliminary. 

Market confidence 

The largest systemic risk at present is the risk to market confidence from a failure 
of AIG. Market confidence is in a fragile state after the intense financial turmoil of recent 
weeks T reasury and the Federal Reserve have taken a range of actions, including the 
initial decision to lend to AIG. A broadening of government support for financial 
institutions has appeared to help stop the loss of market confidence in the financial 
system. A failure of AIG would call into question the ability of that broader government 
support to be sustained. This risk is impossible to quantify. 

Exposures to AIGFP 

AIGFP, AIG’s capital markets and derivatives subsidiary, contains a number of 
systemic risks. I describe six of the important risks below. Given the range of risks 
present within AIGFP, there are undoubtedly some imponant risks that have been 
omitted from this list, 

I CDS written on ABSCDOs 

AIGFP wrote credit protection on super-senior tranches of ABS CDOs and is 
exposed to the subprime mortgage-backed securities that the ABS CDOs own. The 
current notional amount of AlG’s positions is $7 1 billion, AIG has taken $33 billion of 
writedowns on these positions as of September 30. 2008 and has posted collateral to Its 
counterparties of $33 billion. 

If AIG fails, its counterparties would face a loss on whatever uncollateralized 
exposure exists at that time. Counterparties have marked these positions down by $4 
billion since September 30 (for a cumulative mark-to-market of S37 billion) and are 
currently asking for that amount of additional collateral. AIG is disputing those marks 

'■ This memo is a staff product and docs not represent any formal finding by ihe Board about systemic risk 
effects. 
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and has not posted the additional collateral. If AIG fails, its counterpartie.s would bear the 
$4 billion loss. 

Many of the counterparties own the underlying CDO securities against which 
AJG wrote credit protection or have other hedges. They would be left with up to 
$38 billion of unhedged super-senior ABS CDO risk if AIG failed. Because these 
positions are extremely sensitive to further house price declines, it would be expensive 
for AIG’s counterparties to replace these positions. This would cause additional losses 
beyond the S4 billion described above. 

At the time of the September 16 loan, the notional value of CDS written on ABS 
CDOs was $80 billion. AIG had taken $25 billion of writedowns as of June 30 and had 
posted $16 billion of collateral, leaving AIG’s counterparties with an exposure of 
$9 billion. Systemic risk has fallen since September 16 because AIG has drawn on the 
Federal Reserve’s $85 billion facility to post collateral against this $9 billion. 

2. Regulatory capita! arbitrage CDS 

AIG wrote credit protection on super-senior tranches of corporate loan and prime 
mortgage exposures held by European banks in order (o provide those banks with a 
regulatory capital reduction under their national implementations of Basel 1 capital 
standards? /XJG’s largest counterparties are French, German, Dutch, Danish and Swedish 
banks. The notional amount outstanding has fallen from $379 billion at year-end 2007 to 
$240 billion at October 13, 2008, The portfolio is running off quickly because the 
counterparties have the option to terminate the trades when they go live onto Basel 2. The 
capital relief for AIG’s European bank counterparties is currently estimated at between 
$2.4 and $1 l.l billion, depending on where each bank’s transition from Basel 1 to 
Basel 2 stands.^ AJG’s current mark-to-market loss is only $160 million, reflecting the 
fact that these trades w'ere structured to transfer no credit risk, merely to provide 
regulatory capital relief 

Tf AIG fails, the Basel 1 risk-weighted assets reported by its counterparties would 
increase, resulting in a regulatory capital bole of up to SI 1.1 billion. Although the market 
knows this aggregate amount already from AIG’s public disclosures, AIG’s failure would 
reveal to the market which particular banks had shored up their Basel 1 capital ratios in 
this way. 

Compared with the time of the September 1 6 loan, systemic risk is lower because 
the notional amount of trades is lower (it was $305 billion on June 30) and because 
European governments have put measures in place to guarantee bank liabilities and inject 
capital into banks. 


'These trades would not liave provided capital relief under tlie U.S. impleiueniaiion of Basel I capital 
standards. 

^ To avoid shouting “Fire!" in a crowded theater, we have not approached the European regxilators to 
quantify the capital relief more precisely. 
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3. Inlra-conipany exposures to AKIFl^ 

,\IG’s other subsidiaries have material exposures to AIGFP on OTC derivatives. 
The largest exposures are at finance company aftiliates ($920 million) and the funds 
management affiliate ($441 million). Insurance affiliates are owed approximately 
$475 million In addition, these affiliates would have to replace these hedges (primarily 
interest rate and foreign currency derivatives) at a time when markets are volatile. 

A default of AIGFP would have a catastrophic impact on Banque AIG, a French 
bank that is a wholly-owned subsidiary of AIGFP and through which AIGFP executed 
many of its OTC derivative trades. For example, Banque AIG is the counterpany to the 
European banks’ regulatory capital trad^. All the exposures in Banque AIG’s trades are 
hedged with back-to-back trades with AIGFP. 

Systemic risk from these intra-company exposures is high. In particular, the 
failure of Banque AIG (a regulated bank) could have a more damaging effect on market 
confidence than the failure of AIGFP (an unregulated derivatives product subsidiary). 
Through the intra-company exposures, the failure of AIGFP would cause significant loss 
of value at AIG’s other subsidiaries, many of which lure expected to be sold to repay the 
Federal Reserve’s loan. 

■i. Stable value wraps 

AIGFP has provided stable value wraps, referred to as Benefit Responsive 
Options (BROs), for 40 Ik plan participants. AIG guarantees that plan participants can 
receive book value for qualified withdrawals, although AIG is not required to make any 
payments until after a fund’s assets are depleted through qualified withdrawals. AIG had 
a notional value of $36 billion of BROs at September 30, 2008 with 175 plan 
counterparties. The aggregate market-to-book ratio was estimated at 95.5 percent at 
September 30, leaving AIG with an exposure of $1 .6 billion. 

Systemic risk of these stable value wraps is high Although the exposure amount 
is not large and it is unlikely that .AIG will have to make any payments, market 
confidence would be affected if plan sponsors are forced to notify plan participants that 
their investments in stable value ftiiids are no longer guaranteed (at the same time that 
turmoil in credit markets is pushing down the market value of the funds’ investments), 
This risk is falling over time, as plan sponsors replace AIG as the stable value wrap 
counterparty when contracts are renewed. Deals with aggregate book value of $3 3 billion 
were terminated before September 30. 

5. AIGFP 'sliahUiUes 


Some of AiGFP’s liabilities may pose a systemic risk. These include guaranteed 
investment contracts (GICs) and debt securities GlCs have been issued to a variety of 
counterparties including municipalities. .AIGFP has S 1 1 .4 billion of GICs outstanding, of 

' This section relies on analysis done by John Kmnbhu 
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which S9.7 billion is collateralized Much of AlGFP's S35 billion outstanding of debt 
securities was structured to provide a counterparty with a market risk exposure (to 
interest rate, equity, commodity, or foreign exchange rate risk). Some was sold to banks 
and institutional investors who passed the market risk through to individual high net 
worth investors, and some was sold directly to investors who are exposed to an AIG 
default. 


Systemic risk on GlCs has fallen considerably since September 16, when GICs 
outstanding were $19 billion, of which about S12 billion was uncoliateralized. Only $1.7 
billion of uncoliateralized exposure on GICs remains. Systemic risk on debt securities is 
still high, as these have a longer maturity and no collateral requirements. If AIG defaults, 
AIGFP’s counterparties on structured notes - banks and institutional investors - would 
suffer a direct loss of principal and would also be left with an open risk position vis-a-vis 
their customers to whom they passed through the market risk exposures. While AJG’s 
counterparties have had ample opportunity to hedge their exposure to an AIG default, we 
do not know who the counterparties are or whether they liavc hedged. 

6. OTC derivatives 

Some of AlGFP’s OTC derivatives coimleiparties have uncollaleialized 
exposures that would result in a loss if AJG defaults. The most recent data available on 
derivatives payables as of September 23 showed the top 50 counterparty exposures 
summed to $4,5 billion. The largest exposures were to securitization tmsts (for interest 
rate swaps that enable the tiustto match the interest rate risk of its assets and liabilities), 
financial institutions, corporates, and sovereigns. 

Systemic risk may be highest for the securitization trusts and financial 
institutions. Many investors in mortgage-backed securities or asset-backed securities 
would be suiprised to learn that an AIG default could have an impact on their investment, 
since securitization trusts are designed to be “bankruptcy remote,” which could have 
knock-on effects in broader securitization markets. Lehman Brothers also had OTC 
derivatives outstanding with a large number of securitization trusts. As a result of 
Lehman’s bankruptcy, many of those transactions have been downgraded by rating 
agencies, and investors may suffer losses. 

Financial institutions that reported a material loss to .AIG on OTC derivatives 
could suffer a loss of market confidence. How'ever, most of AIG's counterparties with 
large OTC derivatives exposures are Huropean banks whose governments have already 
put In place extraordinary measures to support their national banking systems 

If AIG fails and its OTC derivatives book is unwound, counterparties would be 
forced to replace their positions with AIG or retain an unhedged risk position. When 
Lehman Brothers failed, this was a major concern, but rehedging of Lehman’s OTC 
derivatives did not turn out to have systemic effects. Lehman’s OTC derivatives book 
was ten times larger than AIG’s (measured by notional amount) which suggests that this 
risk may not be large. 


CONFIDENTIAL 


FRBNY-TOWNS-Rl-122350 



475 


Confidential 
Page 5 of 6 


However, to the extent that AlG’s book ofOTC derivatives has a different 
character than Lehman’s, there may be additional systemic risk concerns. Some of AIG’s 
OTC derivatives trades are difterent because they were done solely to exploit AiG’s 
AAA rating. For example, AIG is an intermediary on a set of 30-year natural gas swaps 
betw'een Goldman Sachs and the Southern C^ifomia Public Power Authority (which 
provides electricity to Los Angeles and other cities in Southern CaUtbrnia). Presumably 
tlie Power Authority was uncomfort^le with Goldman Sachs as counterparty on a 30- 
year trade and was willing to pay a premium for the comfort of an AAA-rated 
counterpaitj’, AiG’s failure would leave both counterparties with a large open risk 
position that they would need to rehedge (presumably they could rehedge with each 
other), In addition, AIGFP also has an exotic derivatives book whose positions could 
prove difficult for counterparties to replace in current market conditions. 

Another systemic risk consideration is the operational burden on OTC derivatives 
markets of coping with the default of a large counterparty who is also a common 
reference entity in CDS. The Lehman Brothers default strained the market’s operational 
capacity, but the fear that operational failures would cause systemic risks did not 
materialize However, the market may not have had the capacity to simultaneously cope 
with an AIGFP bankaiplcy and a Leliman Biolheis bankruptcy. This aspect of systemic 
risk from AIG has fallen, since more than a month has passed since Lehman’s 
bankruptcy, 

Commercial paper 

AIG, AIGFP, and two of AiG’s finance subsidiaries have $6,9 billion of 
commercial paper outstanding as of October 22, 2008. Of the $6.9 billion, $4.2 billion is 
asset-backed commercial paper (ABCP) and the remainder is unsecured. The bankruptcy 
of Lehman Brothers demonstrated how commercial paper held by money market mutiia! 
funds could pose a systemic risk. We do not know who is holding AiG’s commercial 
paper, but presumably this risk is still high. 

However, the systemic risk from AiG’s commercial paper has diminished since 
September 16, w'hen AIG had $19.7 billion of CP outstanding. Of the $19.7 billion, 

$5,1 billion was ABCP. Since then, the Federal Reserv-e has established three lending 
facilities (AMLF, CPFF, and MMIFF) to reduce the systemic risk related to commercial 
paper and money market mutual funds. 

Securities lending 

ATG still has approximately $20 billion of borrow'ings from banks and broker- 
dealers remaining in its securities lending program. If AIG fails, the securities lending 
counterparties could receive ownership of the securities in lieu of receiving their cash. 
These securities are high-grade cor{X)rate lx>nds and agency MBS, so credit losses are not 
expected, but this could have a material funding impact on those counterparties. 
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However, the systemic risk impact of the seairities lending program is lower now 
than it was on September 16, when AIG approximately $69 billion in liabilities and 
funding markets were under tremendous strain from the Lehman Brothers bankruptcy. 

The amount outstanding has fallen as counterparties have refrised to roll over their 
securities lending transactions with AIG. A wider array of Federal Reserve lending 
facilities to support short-term funding markets is now available to help AIG’s 
counterparties deal with the funding impact of an AIG default. 

Insurance subsidiaries 

AIG’s regulated insurance subsidiaries, both domestic and foreign, would be 
affected by the default of the AiG parent holding company. State regulators have stated 
that the insurance companies they regulate are capitalized on a stand-alone basis and can 
maintain claims-paying ability to benefit policyholders. Conseco filed bankaiptcy in 
2002 due to losses in its consumer finance subsidiary, but its insurance companies 
continued to operate, if AlG’s insurance aibsidiaries are unable to continue operating 
following an AIG default, they could be seized by state regulators and put into 
rehabilitation. 

It is possible that the failure of Uk AIG parent holding company could lead to 
additional losses at AIG’s insurance subsidiaries. The intra-company exposures discussed 
above are one possible channel for this to occur. If an insurance company is found to be 
insolvent, its regulator may choose to liquidate it. In that event, a state guaranty fund will 
pay claims, up to a cap, and may provide for continuing coverage by transferring the 
policies to another insurance company. 

Whether AIG’s insurance subsidiaries are put into rehabilitation or whether they 
are liquidated, a potential systemic risk exists if the public loses confidence in insurance 
companies more broadly For example, life insurance companies are vulnerable to a am 
by policyholders with cash value policies 

Direct credit exposures to AIG 

On September 16. AIG reported that banks had S-lO billion in exposure to it on 
various bank loan facilities and lines of credit, ofwhich about $7 billion was to U.S, 
institutions. A more recent measure of direct credit exposure Is not available. 
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Sarah Dahtgren/NY/FRS 
11/0S/2C03 10:47 PM 


To 

Mare S^rtoos. clwis (rcshea. wncent.bSttan@ey.com 


bcc 

Subject 

busy day 


II all came togelher....amazlnQ to watch it happen overttte course trftfterJay 
we have signed agreement on both sides for the fa'eferred equity from UST.^. 

we arc getting signed signature pages from the 8 counteqMrties to ML ilt...aciditiOiial catls to be made to remaining counleiparites with same offer.... 

we got approvat from our board, from the FSOB/TAF^, and from Ate's l>oafd....8nd various documents are being signed as we speak.... 

remaining outstanding Suff - 10Q sWI needs to be fixed-...ow lawyers and DPW are grtng with the company to the printers to make sure this gets done still 

aiming for the 6 a.m. release of the 10O 

still waiting for another turn on the Q&As from Rich Chertton.... thanks foryourfeedbackon that..... 

likely to be a late night for fdks on the 10Q Front (mostly making sure that the ML It and ML Itl details get in there correctly) 

as for me. I'm heading to my apartment to get some sleep have an 8 a m. press briefing 

and then I think I'm going to Distteywoild 
>) 

see you tomorrow thanks for everything cant brieve whafs happened in Jost under eight weeks.. ..seems like just yesterday 

and there’s a long road ahead.,...we're gonna need to gel even more weativeas we think about additional solutions and responses! 

please share with your team this is a milestone on the journey (as Ed said a number of times this evening in the board meeting) and we couldn't have done it 

without you end your team..., 

thanks 


Sarah Dahigren 
Senior Vice President 
Federal Reserve Bank of New York 
212-720-7537 (work) 

017-770-8147 (blackberry) 

visit www.newyorkfed.org 
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Memo to Pile 
Date; 

To: 

From: 

Sub: 


October 2. 2008 

Tom Baxter, Executive Vice President and General Counsel 
Sarab Dahlgren, Senior Vice President 
Request to engage BlackRock Solutions 


In connection with the formation of Maiden Lane U and Maiden Lane III, (collectively, 
the “Entities’), the Federal Reserve Bank of New York (the “FRB-NY”) requests the 
authorization to engage BlackRock Solutions (“BlackRock*’) to perform the following 
contemplated serv'ices; 

1 - Perform a fair value assessment and risk analysis on the AIG FP portfolio of CDS 
on CDO’s transactions to be placed in Maiden Lane III. 

2. Perform a fair value assessment and risk analysis on the portfolio of investments 
purchased in connection with the Securities Lending Program to be placed in 
Maiden Lane III. 

3 . Assist with the formation and structuring of the Entities. 

4 Potentially become the asset manager of the Entities. 

BlackRock is intimate with the details of the CDS on CDO’s within AIG FP as a result of 
it being recently engaged by AIG to provide cash flow projections on a significant 
portion of the portfolio. 

Additionally, BlackRock’s Financial Markets Advisory Group is a world class leader in 
this field and has managed or advised on distressed structured finance portfolios totaling 
over $250 billion since mid-2007. BlackRock also worked with the FRB-NY on the $30 
billion facility related to the JP Morgan/Bear Stearns merger, and currently works with 
many investment banks, insurers and global commercial banks 

BlackRock has been in discussions with AIG, Inc to be engaged to perform services 
sintilar to those described above in items and #2 above on AIG’s behalf To the best of 
our knowledge, BlackRock has not been engaged by AIG Inc. as of the preparation of 
this memorandum. 

As a result of the word class organization, industry experience and familiarity with the 
portfolios contemplated for inclusion within the Entities, along with the need for the 
timely and efficient engagement of a service provider, our recommendation would be to 
engage BlackRock to perform the contemplated services. 
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Plan for AIG FP 

3arr»]-i Dahlgren 


deborah.bailey, Michael S Gibson, Mark 
VanDerW^de. Kieran Fallon. Rich 
Ashton. Jon.D.Greenlee 

10/04/2008 01:54 PM 


Steven.Manzari, Clinton Lively, j^ss.hennessy 
Show Delays 


We required tlie flnn io pro\ ide to tis its plan to A\inddoun AIG FP , ..working witU McKinsey and Blackrock, the firm pro\ idcd 
the attached late last nigiu ajul we will be inceiing with them on Monday to discuss funher... Tlie firm at tlus point is unaware of 
the Maiden Lane slinc(i!re.s that we are discussing (for dw ions reasons), but those stmcliiies would be compliiiieiiary to what tlie 
firm is proposing for tltc rest of FP (you'll notice the "credit" block of the presentation on page 5 (number 5 business) is being 
taken care of by the "credit tvorttoui teaan" ,... If you'd like to discuss further aAcr we've talked w ith the company on Mondiiy. we 

can SCI something up for later in the din7c\'cning holler if you Iws'C questions -- Clint Lis'cly has been leading our efforts on 

FP..,. thanlvS Sarah * ************ *Sarah DahlgrenSenior Vice PresidentFederdl Reserve Banit of New 
York2l2-720-7537{work)9t7-770-8l47(bLnckberry)visifwww.ne\v\orkfed.org* 


- AIG FP Restnjcturing Winddown Plan.pdf 
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James P Bergln/NY/FRS 
11/03/2008 12:14 PM 


To HaeRan Kim/NYfl^RS@FRS, Joyce Hansen/NY/FRS@FRS 
cc 
b«: 

Subject Fw: Questtoi about terminations in Uie evens of downgrade 


Fyl. Alsx is trying to figure out the terms of the CSAs k) he can figure out how to price a concession. He's 
asked DPW to do some work on this. 

— FOfwarded by James P BergIn/NY/FRS on 1 1/03/2008 12:08 PM — 



"Bjerke, Bjorn" 

<bjorn.bjert<e@dpw.corT»> To 

11/03/2008 12:02 PM cc 

Subject 


</Uejandro.LaTorre@ny.ffb.org> 
<Pai^.W?iynott@ny.frb.org>, <James,Berg'n@ny.frb.org>, 
“Anderson, Paur <paui.anderson@dpw.com> 

RE; Question about tenriinations in the event of downgrade 


Ok we will review and revert. 

Best, 

Bjorn 

From: Alejandro.LaTorre@ny.frb.org [maiIto;AJejandro.LaTorre@ny,frb.org} 
Sent; Monday, November 03, 2008 11:41 AM 
To; Bjerke, Bjorn 

Cc: Paul.VVhynott@ny.frb.org; 3ames.Befgin@ny.frb.org 
Subject: Question about terminations In the event of downgrade 


We need a good understanding of the CSAs for the 6 largest CPs to AIG; at a minimum we want to know 
the following. 

1 . Are they all using standard CSAs or have they been calibrated to meet bilateral considerations? 

2. What are 0i8 rules around valuation disputes? 

3. What are the rules around terminations/closeouts In the event of dowrigrade (not just default). 

.4. What are the rules around min threshold posting amounts? 

Have 1 missed anything? 

On the last point. If AIG is downgraded to a certain threshold, I understand that counterparties have the 
right to terminate. O a.we know whether this is true for.atltheCSA sf or .the .,^ „ 

.(tearing upatsMi^oncession p!us'purchaSe;of.underiybg CDO)?- This fiiight te a-way at pricing th^: 

, ■' .-.a 

Bjorn, if you or someone at DPW know or can find out the answers to these already (you mention some 
of these issues in the memo to Terry), please advise.Any Insight into what the CSAs state on this would be 
helpful as would your thoughts on whether the costs 


Thanks 
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Issues: 

1> Residual risks of AIG FP portfolio; 

a. Short protection on $270bil of bank loans on balance sheets of European banks 
(regulatory arbitrage trades) 

i. Bet is that the portfolio remains high quality through the next several years 

b. Investment Portfolio $45bil 

c. Highly structured derivative products portfolio 

i. S2trtl notional 

ii. out to 40yr maturities 

iii. multi-factor option books 

d. MLIII should be structured to accept other trades at a later time (e.g. regulatory 
arbitrage trades) if necessary. 

2> Key man risk in winding down AIGFP 

a. Flight of risk management talent required to execute an orderly unwind of a large, 
complex OTC derivative book. 

3> Valuation of CDOS on transfer from AIGFP to Maiden Lane III 

a. Distressed sale price (new money in this market) 

b. Price underlying counterparty collateral calls 

c. Price underlying AIGFP collateral provision 

d. Price on AIG books. 

4> Capital Structure and Returns of MLII and MLIII 

a. AIG first loss participation with limited upside; 

b. Cannot impair capital or liquidity position of AJG (contrary to intent); 

c. Transfer of risks and return to FRB leads to consolidation on FRB balance sheet. 

5^ilE6tuM‘bB'eol!ateral^constitutes‘^^a433bIl-‘hqUidity-'(alfon4he“ftharici'3Lsyst'^iif' 

^V'^obrexotmbrparties rnay'have-djffi6ulty-returrilng:<xdla.tfir.all . 0 .’ 

b. TeilhapS'rrwcntvVe'for oorJbession oh-aT^riUpjprice; or 

c. ^^^arlure to rctufii creates loanfrbnl F'R^-^'''^ebuHty'fd'be-detenhiriedf-"‘^^ 

6> Review implications of AIG realization of unrealized $33bil loss. 

7> Urgency^Ttt(bMbrH.,mdv¥q’uickIy, we cS) gyarahtee performance on the 
upon 

i. ^tfiti'df'CdllatM® 

ii. release of AIG guaranty 

iii. AIG guaranty to cease being a credit support document 

iv. AIG to cease being a credit .support provider , 

V. release of AIG downgrade triggers 

vi. seek other counterparty price concessions. 

Notes on the CDS Portfolio; 

> roughly 112 trades 

> 1 6 counterparties account for 94% of the notional 

> Notional value S78bil 


V 


2 
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Fw: Materials for 4pfn meeting <k> ML HI 

HasRnr Kim 


Steven J Manzan, Pa^ Wh^tt. Sarah 
Dahlgren, Jim Mahoney 

1<y2e2008 04:52 PM 


Joyce Hansen 
Stow Ce-.Bi's 


Are we ir^anning on talking to dealers about tear-ups before or alter we get indication that the Board win appfove a 1 3{3) loan? 

— Potwarfled by HaeRan Kim/NY/^RS on 10/28/2008 04:43 PM — 

Amy Flynn/NY/FRS 
10/26/2008 03:43 PM 

HaeRan KinVNY/FRSgPRS 

James Hennessy/Ny/FRS@FRS, Joyce Hanser/NYffRSQNY 

Subject 

Re Materials for 4em meeting on ML 111 


Yes. please. I've included the call-in below. 

Conference bridge information; 

Toll Free Dial in Number; 888-557-851 1 
mn Access/Caller Paid #: 212-446-3648 
Access code: 3678482# 


Amy Flynn 

Federal Reserve Bank of New York 
Office: 212-720-6431 
Celt: 347-266-4820 
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HaeRan Kim/NY/FRS 
10/26/2006 03 41 PM 

Amy F^nniNY,TRS©FRS 

James Hennessy»1Wff4?S@^RS. Joyce Hanser/NY/rRS@NY 

Sut^ect 

Ra: Mateh^for4^maetm5on MLlil 


lYn at home. Do you want me to call in? 
Sent from my BlackBerry Handheld. 


— Original Message • — 

From! .^y Flynn 
Sent: 10/26/2CC8 C3:3o ?M EDT 
To: HaeRan Kim 
Ce: James Hennessy 

Subject; r'vi! Kacsrials tor 4pni meeting on ML ill 
Hi HaeRan, 

We are having a 4pm meeting with Tim Geithner today to discuss issues around the ML III structure. Do you think you would be able to attend the meeting? We’ll 
be gathering in one of the conference rooms on 13th floor. The materia for the meeting are induded in the email below, 

Thanks. -Amy 


Amy Flynn 

Federal Reserve Bank of New York 
Ofnce: 212-720-6431 
Cell: 347-266-4820 

— Fowarded by Amy PlynniNV/PRS on 10/2er2«IS 03.30PM — 


Amy Flynn/NYiPRS 
10/26/2008 0334 PM 

TimoiryGeithn«r/NY/FRS©FRS. Thomas Baxter/Ny/FRS@PRS, Terrenee 
Check:/NY/FRS@FRS. Christina Cuammg/NY/PRS@FRS, Michael SiYa/NY/FRS@FRS, 
Meg McConnell/NY/FRS@FRS, P3UlWhyr»tt/NY/PRS©FRS, Jim 
Mahoney/NY/FRS@FRS. Steven, M®n2ari©ny,frti.org, Amy Flynrk'NY/FRS@FRS 
CC 

Subject 

Materials fcr 4pm meeimg on ML III 


Please find attached materials for the 4pm meeting to discuss Maiden Lane III. 


[attachment "Slides for MS on MLlll 1 0-26-08,p(S’' deleted by HaeRan Kim/NY/FRSl 


[attachment "2008-10-25 MINE III Structure v2 pff* deleted by HaeRan Kim/NY/FRS] 


Amy Flynn 

Federal Reserve Bank of Ne-r^ York 
Office: 212-720-6431 
Cell: 347-266-4820 
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FY! OOQOOOQOCC03FFrF006E0013720eOC&3 
P:iiilWlr/nolt 


Skip.Cufth 


lo^sr/^ooe 01.40 PM 


joe palumba, lawre''.ce pryhylski. “Ricterfl GonseW. Aiqarejro 
Mahoney 


nte, Steven J Uanzari, Jm 


Alex and l spoke hriefly with Stacey at BlackRock, in essentially priorSy order. 

They are working on the concession analysis, leveraging Zach and Nagy (sp?). 

She is taking the lead or> their end putting together the deal book. Looking to put together a deck that we can then use for the Board Staff briefing arid use the 
executive summary for the Board of Governors. It's completeness depends a bit on when the numbers flow in to her, but she anticipates being able to circulate 
at the end of day (SlackRock end of day) today. 

BiadtRock is also working to dev^op the rrew scenarios by ccunterparly. 

We reminded th«Ti of the need to do the analysis on the securities that may be pledged to support AlG's junior note. 

Stacey will send who will work on what steps lorBiackRocK for the project plan and will develop out the sieps for the plan where she can. She will also 
Irrdicate where she feel BlackRock is the lead v. a participant 


Paut Whynott 

Federal Reserve Bank of New York 
Work (212) 720-2388 
Cell (914) 715.9886 
Berry (917)264-6896 
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Michael S Gib5oa'Board/FRS@BOARD 
Sent by M'Chae! SQibSQn/BQARD/FRS@BOARD 

10/31/2008 0241 PM 


Sarah D^!9r»>/NY/FRS@^RS 

Deborah P Bailey/BOAROffRS@BOARD, Jon 0 Gfeenlee/80ARD/FfiS@S0ARD, Kieran 
Fal«I.B0ARD/FRS@30A.RD. Pa jlWhynot1/NY/rRS@NY, Rich 
AsWoi)/80AROTRS©BOARO, Steven J M3nz3rirt'jy/?RS@FRS, Clinton 
Uvetyfl^Y/raSQFRS, Jim M3hor’eyMY/FRS©FRS, Michael S 
QbSWi/BCWtRO/FRSgSOARO, Scott AVarsz/BOARD/FRS@BOARD 

AiGquesbors from ow meeting with Govs. Kohn and Warsh 


Sarah, 

We met with Govs. Kohn and Warsh today to update them «i the pack^e of measures being prepared for AIG. 

The governors asked two questions in the meeting that we did not know the answers to. I expect these are issues that someone on your team is already working 
on, but we would like to get the latest information from you so we can get bade to the governors with answers. 

1 . Who is overseeing the tear-up process on the CDS? There are two i^ies here, concessions and Goldman. 

Concessions: the worry is that giving the counterparties par inexdiangeforthe underlying COO security might be giving them a gift- they no longer have AIG 
credit risk, and whatever CVA they have taken against potential hture exposure to AIG will be released upon tear-up. If a counterparty has not received all the 
collateral it has called for, the tear-up eliminates current exposure also. Cfl tfte other hand. MG is now receiving government support so the perceived credit risk of 
AtG is less. Also. AIG needs to gel the COS lorn up to pot fts problems behind it, so rts bargaining power may be weak. If I understand the current version of the 
proposed structure, any concessions will result in an excess amount left in the escrow account which pays down the Fed's senior note. This may reduce AIG's 
incentive to bargain for (he best concession pos»ble. Is Morgan Stanley or some advisor fro.m our side embedded In the tear-up negotiations to track these 
issues? 

Goldman: is a special case because their CDS with AIG are a naked short position and they don't own the bonds. If the COS are just torn up at current mark-to- 
market, the value of that mark inSuences the cash Goldman wWi receive in a way that is not the case for the counterparties who own the bonds and will be 
receiving par. The Fed, Gc^dman's senior management, and Treasury all have an interest in making sure the negotiation of the mark between AIG and Goldman is 
done in a fair way. However, the normal procedure might be for the rtegotialions to be done between someone at AlGFP and their countertiart on a trading desk at 
Goldman. A Goldman trader may not share the jwrspectwe ol Goldman's senior management and may attach htgher value to an extra billion dollars of PSHhat 
could affect his or her 2006 bonus, even if that carries significani reputation risk for Goldman as a firm. Again, is Morgan Stanley or some advisor involved here 
and aware of the Issue? Is there a contingency plan to approach Goldman at a more senior level If roadblocks start appearing In the negotiations? 

2 . What public disclosures will be made of the mark-to-market on ML II and ML ill once they are consolidated on FRBNY's balance sheet? 

The governors were concerned that the market coutd attach a disproportionaie significance to any public disclosure of "the Fed’s" marks on the nonagency RMBS 
and ABS CDO portfdios once ML II and ML ill are consolidated onto FRBNY's balance sheet. Oo we have a strategy for that? Would the disclosure be the same 
as Malden Lane ILC (quarterly disclosure of fair value of the holdings ol ML II and ML ill on the H 4.1)7 

Three more questions that are mine, not the governors 

1. Given all Ihe public hue and cry about the transit authorities whose tax-motivated lease transactions areindanger of unwinding due to AIG's downgrade below 
AAA. are there other similar transactions that we should know about (and alert the governors about)? I assume this transaction was part of the AlGFP TDG 
portfolio; do what know what else lurks there? 

2. What is the status of the FP winddown? 

3. Can we have an update on the asset d)^>osai process'^ 

Thanks, 

Mike 
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Re: AIG questions from our meeting witt» Govs. K^n and Warsh Q(»ooooi>ooo3FFFF006!;ooi3?2oaoooo 

Aiejsndro 

l.£iTorre 


Steven J Manzati. Paii Whync^t. Clinton Lh^, Jonathan Potk, Jim Mahoney 


11/02«308 0S:33AM 


Sarah Danig'sn 
Sfijw Ce:ails 


Paiiiyjtm 

Can take a first crack for your comments. Let's discuss when we meet later today • I should be in around noon 


Alex Latorre 

Federal Reserve Bank cf New York 
Office; 212-720-272e 
Cell:917-S16-0760 

Sent from my BlackBerry Handheld 


Original Message — 

From: .Stev<>n .i Manznrl 
Sentt ll/0i/2CC8 09;J2 EOT 

To: Paul Whynctc) Alejandro Lalorre; riinton LiveZy; Jonathan Folk; Jim Kahonsy 
Cc: Sarah DahXgreri 

Subject: Fw: AIG quftstions from our meeting with Gova. Kohn and Kjtsh 

Paul, Alex, Jim, - can you draft a respo'nse to Mike on A t and 2. 

Clint, jP, can you draft a response lo Mike ort 3-5 (Mike's t-3). 

Tx, 

Steve 

Steven J, Manzari 

Federal Reserve Bank of New York 

33 Liberty Street 

New York, NY 10045 

T 212 720 5881 

F 212 720 7922 

C 646 701 4535 

24 HR FR8NY CENTRAL WATCH 212 720 2222 
— Forwatoed by Steven J Maniari/NV/FSSon 11AJ1/2008C029PM — 


CONFIDENTIAL 


FRBNY-TOWNS-Rl-113011 



500 


RE; CDS Solutions 

Bjerke, Bjorri 


Paul.Whynott 


11/02/2008 09:51 PM 


SI'ow 


Terrence.ChKki. Alejandro.LaTorre, Steven.Manzari, 
"Anderson. Paul” 


This is to follow up on our discussions on whether: AIG F? would be 
likely to receive back collateral posted with respect to its exposure 
under a credit default svrap (a ”CD3"i with a counterparty if ML III were 
to make an offer to such counterparty to purchase the relevant 
collateralized debt obliqation Cthe ”CDO") that is the reference 
obligation for such CDS coupled with an offer to also pay a tear-up 
price for the CDS. For reasons explained below, I will assume that the 
same offer would be made to any reference dealer that has entered into a 
replacement transaction v/ith the counterparty in connection with a 
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terinination of the CDS. 

The short ansv/er is: Possibly, if ML Ill's offer as a business 
matter causes improved market quotes in connection with the CDS. 

As a result of the dispute resolution mechanism in the ISDA credit 
support annex, the key question in this analysis is whether as a 
business matter all the relevant reference dealer.s would be willing to 
take ML Ill's offer into account if and when they quote a price to enter 
into a replacement transaction with the counterparty. Traders are not 
obligated to take that offer into account when providing their quotes 
and thus unless you receive an "of course" from each trader when asked 
whether it would give, and continue to give, a quote thac takes ML Ill's 
offer into account, this is a far from certain proposition. Set forth 
balcv; is an argument that would permit the relevant dealers to agree to 
take ML Ill's offer into account but this would be an unusual set of 
facts and that, we cannot predict how the market would react to it nor 
can vje be entirely confident about the legal outcome. 

Also worth noting is that this return of collateral, as a result of 
FRB's constraints on lending, may not resolve AIG FP’s liquidity issues 
because the returned collateral should be placed in escrow with ML III 
for use by t.nat entity in case its offer is accepted. It is also 
possible that the offer does not solve AIG FP's exposure to fluctuations 
in market prices of CDOs. This would be the case, for instance, if the 
FRB requires AIG FP to pay any difference between market price of the 
CDO on the offer date compared to the purchase date and to secure that 
obligation by po.sting additional collateral to ML IIT. Finally, the 
offer should be "real" and set at a price with a reasonable likelihood 
of being accepted by counterparties and reference dealers so as to 
reduce risks of arguments that the offer is designed not to be real but 
simply a some form of interference or manipulaticn designed only to 
force return of collateral. 

Consequently, given these uncertainties and the additional concerns 
outlined below, an offer by ML III as described above might have 
benefit.^ for the negotiations among HI. Ill, AIG F? and the reference 
dealer.^ but may not nece.ssarily be suitable ns a longer term solution 
for AIG FP's liquidity issues and the efforts to insulate AIG from 
further decline in CDO market values. I would also recommend that we 
follow up with MS or other econoirdc advisers (or that you separately 
follow up with traders directly) to get their view of whether the 
traders would likely take ML Ill's otter into account for purposes of 
providing quotations. 

Analysis : 

The standard provisions of the ISDA credit support annex (the "CSA") 
dictate that the amount of additional collateral to be posted (or excess 
collateral to be returned) shall be determined by the Valuation Agent. 
According to the standard CSA terms, the Valuation Agent is the party 
receiving a transfer of additional collateral or return of excess 
collateral as the case may be. This means that if there is a large 
discrepancy between two parties in how they value the exposure, the 
right to calculate the collateral posting requirement could shift each 
time an additional posting or a return of colLater.aI has been made. 

The CSA keys its coll.eteral posting requirement of what the 
termination amount payable would be if the relevant caJculation date 
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were a Tern-dnation Date under the ISDA. In a dysfunctional raarket we 
can assume tnat this calculation will be n\ade pursuant to the "loss" 
method ^-Jhich applies if either the parties have elected "loss" or if 
"market quotation" applies but fewer than 3 reference dealers provide 
quotes . 

Since ATG FP is the party with a current posting requirement, the 
relevant loss calculation would be a determination of what losses 
counterparty would incur if the CDS terminates as a result of an event 
of default for which AIG FP is the defaulting party. If AIG FP demands 
a return of excess collateral, then AIG FP is the valuation agent for 
the return amount that would determine counterparty's loss amount. AIG 
FP could reasonably point to ML Ill's offer and substantiate that if the 
CCS vjith AIG FP were to terminate, then counterparty could transfer the 
CCO to ML III (together v;ith proof that the CDS has terminated) for a 
payment of ML Ill's offer. Since AIG FP's obligation under the CDS is 
for payment of par for the CDO in return of a transfer of the CDO to AIG 
FP, counterparty would be made whole if it were to enter into the cover 
transaction with ML III and seek payment of the shortfall amount from 
AIG FP. (This amount would be further adjusted to account for the 
protection premiums that counterparty saved but I will ignore those 
payments for purposes of this discussion) . 

The point in the preceding paragraph can be illustrated with a 
numeric example. Say that the CDO had a par value of $100 and that ML 
Ill's offer to purchase the CDO in conjunction with a termination of the 
CCS v/ss In that case, the shortfall that ML III would have to pay- 

after the counterparty has availed itself of the loss mitigation offered 
by ML III would be $5 and therefore AIG FP could reasonably argue that 
counterparty's exposure to AIG FP is SS. 

However, the counterparty could avail itself of the CSA's dispute 
mechanism. The CSA specifies that in the case of a dispute, the parties 
shall transfer the undisputed amount and then market quotes shall be 
sought from four dealers for the mid market price of how much they would 
pay, or require to be paid, as the case m.ay be to enter into a 
transaction with counterparty that has the effect of pre.serving the 
economic position of counterparty if the CDS with AIG FP were to be 
terminated. If at least one dealer delivers a quote, then that quote 
becomes the exposure (and if more than one dealer provides a quote, the 
exposure is the average of such quotes) . If no dealers deliver a quota, 
then the exposure shall remain as calculated by the relevant valuation 
agent . 

A reference dealer is not required to consider ML Ill’s offer in 
determining the offer price for a replacement transaction, but there is 
an economic argument to be mads for why, a.s a business matter, they 
would be justified in so doing as illustrated by the following example: 

Lets assume that; 


Relevant Transaction: CDS on CIO between AIG FP as seller of 
protection and Counterparty as buyer of protection. 

Reference Obligation; $100 par value of CDO. 

Current market value of CDO: §60. 

Expo-sure: $40 (par value - $60) 

Collateral posting requiieroent: 1055% of Exposure 
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Amount of collateral posted by AIG FP: S42 

As a point of departure, AIG FP would calculate the Counterparty's 
loss in light of MI Ill's offer and, on that basis, substantiate an 
exposure of $5 and demand return of collateral posted in excess of 105i 
of such exposure. Should ATG FP's calculation .stand. Counterparty would 
therefore be obligated to return S36.75 of Collateral. 

If counterparty invokes its dispute rights and seeks 4 dealer quotes 
for a replacement transaction and at least one quote is given, then that 
quote would determine how much would be returned to .AIG FP. One could 
argue with such reference dealers that it would make economic sense for 
them to take into consideration ML Ill's offer when providing a quote 
because the reference dealer could (1) enter into a replacement 
agreement for an up-front payment to it at its quoted price [2> 
negotiate a tear-up with counterparty of such replacement transaction 
combined with delivery of the CDC at above par, and (3) sell the CDO to 
ML III. The up-front pa^Tnent that the dealer would have to receive in 
connection with entering into a replacement transaction would be equal 
to the sum of (x) the difference between what the reference dealer would 
have to pay to counterparty in step (2) and vjhat such reference dealer 
would receive from ML III in step (3) and {y) the profit that the 
reference dealer would require. Thus, ML Ill's offer could cause the 
reference dealer to provide a quote for the replacement transaction in 
step {!) that rationally would be well below what the dealer ctherv/lse 
would be willing to quote and thus, if that argument is accepted by the 
reference dealers, would reduce the exposure amount. 

To illustrate ohis with a numeric example, lets assume the values 
and postings outlined above and in addition lets assume that the 
reference dealer is relatively confident that counterparty would accept 
a paionent cf $101 in combined payment for tearing up a CDS replacement 
agreement, and selling the CDO to, such reference dealer. Let's also 
as.'sume that the reference dealer vrould demand a profit of $3 to enter 
into the replacement transaction, effectuating the tear-up and 
transferring the CDO to ML III. On that basis it would be rational for 
the reference dealer to demand an up-front payment of $9 to enter into a 
replacement transaction with counterparty. That $9 payment, when 
combined with the $95 that would be paid by ML III, equals $104 which is 
enough to pay $101 to counterparty for the tear-up of the CDS and sale 
of the CDO and to leave $3 for the reference dealer. 

AIG FP's posting requirement would now be 1059 of the $9 mark 
($9.45) resulting in Collateral equal to $31.55 being returned to it 
from Counterparty. 

Now, if some reference dealers provide quotes in agreement with the 
argument and others do not, then the exposure calculation would be the 
average of two sets of very different calculations, but is still likely 
to be substantially less than the current amount. On the other hand, 
the argument is complicated and unless the reference dealers agree, it 
is far fro.m certain that they will take ML Ill's offer into account. If 
they get so uncertain of the economic reality that they don't provide 
quotes, then AIG FP's loss calculation would stand, but chat result 
could be .scutt.led by a single reference dealer deciding to quote only on 
the basis of the expected Internal CDO recovery amount. That; 
uncertainty is somewhat enhanced by the fact Chat the very reference 


CONFIDENTIAL 


FRBNY-TOWNS-Rl-122018 



504 


dealers frcn v/hich the quotations would be asked ace likely tc be 
counterparties to AIG F? to when collateral under different but similar 
CCSs are posted and that therefore may take this impact on themselves 
into account v/hen deciding whether to consider ML Ill's offer in 
connection with providing quotes. 

If reference dealers either were to provide no quote or provide, 
quotes that take into consideration ML Ill's offer then counterparties 
would likely have to return a significant amount of collateral posted by 
AIG F?. Such return amount reduced the counterparties ability to make 
money off cf ML Ill's collateral postings and therefore increases their 
incentives to find a more permanent solution that provides the 
counterparties with more liquidity. The counterparties are likely to 
have better incentives still to enter into a permanent solution vrith ML 
III if ML Ill's offer is rescindafole at any time (say upon 2 days 
notice) since counterparties would face the risk of ATG FP being able to 
post a significant amount of collateral on short notice if Che ML III 
offer were rescinded. 

Other Potential Issues 

In addition to the key business issue of whether the reference 
dealers would agree to include ML Ill's offer as a consideration when 
providing their market quotes, there are also other important issues to 
consider and that maybe tilt the strategy tovrard one of a strategic play 
in connection with negotiating with counterparties rather than a 
stand-alone long terra solution: 

a. The strategy would not take the CDS of AIG FP's books (end would 
not terminate the tie to the Parent's guarantee). This means that the 
message provided by the "cievansing" strategy would become more muddled 
to investors and rating agencies. 

b. If the CDS with the counterparty is not torn up and either a 
credit event or a termination event (in many cases a further downgrade 
of AIG FP would suffice) then the full par amount would be payable by 
AIG FP to tlie counterparty. 

c. If AIG FP were to take a reference dealer up on an offer to novate, 

the total payments would likely be greater than par (because the 
relevant third party would need to turn a profit and the counterparty 
could demand a payment above par to terminate the replacement 
transaction and transfer the CDO such that the reference dealer could 
take advantage of ML Ill’s offer). If the reference dealers recognise 
this, then they might either decide not to give a quote (which would be 
ok) or ignore ML offer a.s not likely to result in an actual trade 

and instead provide a quotation based on the CDC's recovery amounts more 
generally . 

d. In order to avoid ML III being exposed to fvEG's credit risk, all 
collateral returned to A.I3 FP would have to be returned to, and be held 
in, an escrow account for the benefit of ML III such that if ML III 
would have to make good on its offer, the FF.B would not also pay AIG 
i'P's share. 

e. While economically it would be the same whether a CDO purchased by 
ML III on day one for 70 (combined with a payment by AIG FP of $25 for a 
tear up) declined to $60 on day 10 after such purchase, or vfhether a 
firm offer for the purchase and teai-up for S95 v;as made on day 1 and 
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the CCO v;as purchased for $70 on day 10 {with $25 still payable by AIG 
FP for the tear-upl, the former seens more in line with FRB's policy ot 
lending against value compared to the latter. AIG FP could be made to 
transfer to ML III additional collateral to coiroensate for such decline 
in CDC value, but such transfer obligation would result in AIG FP not 
being Isolated from mark to market price movement.^ in CDOs. 
f. ML III would also have to be conscious of potential claims for 
market manipulation and tortuous interference with contract. If ML 
Ill's offer is real at a price with a reasonable possibility of being 
accepted by counterparties or reference dealers, then those concerns 
seem less founded. On the other hand, if 14L III makes an offer that at 
a price not intended to be real but rather set at a level that is 
purposefully too low to be acceptable but instead aimed at just causing 
collateral to be returned from counterparties, then such concerns vjould 
be mote v;orrisame. Consequently, .it seems that the offer to purchase 
should be viev^ed as an interim step in conjunction with negotiating the 
tear-’jp and purchase price and not a permanent solution. 

All the best, 

Bjorn 


From: Paul . Whynottgny . frb.org [mailto: Paul . WhynottSny . frb.org] 

Sent: Friday, October 31, 2008 10:57 AM 
To: Bjerke, Bjorn 

Cc: Terrertoe.Checki@ny.frb.org; Aiejandro.LaTorre8ny.frb.org; 

Steven . Manta ri@ny . f rb . otg; Paul . Whynott@ny . frb.org 

Subject: CDS Solutions 

Bjorn, 

Thank you for continuing to opine on the option Terry proposed yesterday 
to approach the CDS issue. In the interest of time and ensuring a 
direct channel ot communication, would you give a call to Terry Checki 
to continue the discussion and your assessment of the potential pros and 
cons for this strategy? We are certainly happy to participate in any 
discussions, but recognize it may be most expedient for you to have a 
bilateral discussion. 

Attached belcw is the contact information and Terry's e-mail address is 
in the cc line, 

Terry Checki 
Office: (212) 720-6740 
Mobile: (917) 697-8690 
Bjorn Bjerke, DPW 
Office: (212) 450-4006 
Mobile: (203) 249-3052 
Regards , 

Paul 

Paul Whynott 

Federal Reserve Bank of Nsv; York 
Work (2121 720-2388 
Cell (914) 715-9986 
Berry (917) 254-6896 
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FRBNY DRAFT 1 1/04/08 


Federal Reserv e Bank of New York 
[address] 

[American International Group, Inc. 
address] 


Conlidentiality Agreement 


Ladies and Gentlemen: 

Representatives of the party named on the signature page hereof (tlie “ Counterparty '’) may 
be involved in communications with representatives of the Federal Reserve Bank of Kew York 
C‘ERBNY”)[, American International Group, Inc. (“AIG”)], or an affiliate or subsidiary thereof, 
regarding the termination or potential termination of credit default swap transactions between the 
Counterparty or an affiliate or subsidiary thereof and AIG or an affiliate or subsidiary thereof or 
the purchase or potential purchase of debt securities related to such transactions by an entity 
referred to as “Maiden Lane HI LLC”, FRBNY or an affiliate or subsidiary thereof (the 
“ Proposed Transactions ”). 

In connection with comnumicalions regarding the Proposed Transactions, Counterparty will 
receive certain information that is either nonpublic, confidential, or proprietary in nature. Such 
information may be received from FRBNY, AIG or their respective affiliates, subsidiaries, agents, 
advisors or employees (each, a “ Disclosing Party ”) and may be provided in writing, orally, 
electronically or othenv'ise. Such information, in whole or in part, together with any documents that 
contain or otherwise reflect, or are derived from, such information, is hereinafter referred to as the 
“ Information ”, 

In consideration of engaging in discussions regarding the Proposed Transactions and 
receiving Information, Counterparty agrees as follows: 

1. The Information will be kept strictly confidential in accordance with the provisions of this 
agreement and shall not, without the prior written consent of FRBNY, be disclosed by 
Counterparty, its agents, affiliates, advisors or employees, in any manner whatsoever, in 
whole or In part, or used by Counteiparty, its agents, affiliates, advisors or employees, other 
than in connection with a Proposed Transaction involving Counterparty Moreover, 
Counterparty agrees to transmit the Information only to its agents, affiliates, advisors and 
employees who are directly involved in, or necessary to Counterparty in effiecting. Proposed 
Transactions in which Counterparty is involved; provided that any such person, prior to 
having any Information disclosed to them, shall be informed by Counterparty of the 
confidential nature of the Information and shall agree to be bound by the terms of this 
agreement. Counteiparty shall be responsible for any breach of this agreement by its agents, 
affiliates, advisors or employees. 


Error! Unknown document property 
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2. In the event that (Counterparty or anyone to whom Counterparty transmits the Information 
pursuant to Utis agreement becomes legally compelled to disclose any of the Information, 
Counterparty will, if legally permit!^, provide FRBNY with prompt notice thereof so 
FilBNY may seek a protective order or otter appropriate remedy and/or waive compliance 
with the provisions of this agreement. Counterparty will furnish only the portion of the 
Information that is legally required. Notwithstanding the foregoing or anything herein to the 
contrary, Counterparty may, if required during the course of an audit or review by any 
governmental, regulaloiy or self-regulatory agency or authority having jurisdiction over 
Counterparty, disclose Information without notice to or consent from any Disclosing Party 
without causing a breach of this Agreanent; provided that Counterparty shall notify 
FRBNY of such disclosure as soon as practicable and to the extent pei niilted by such 
agency or authority. 

3. The term “Information” does not include information that (a) becomes generally available to 
the public other than as a rearlt of a confidential disclosure by a Disclosing Party or anyone 
bound by a fiduciary obligation to a Disclosing Party or to whom a Disclosing Party 
confidentially transmitted the information or (b) was available to Counterparty on a non- 
confidential basis from a source other than a Disclosing Party, who, to Counterparty’s 
knowledge, is not bound by a fiduciary obligation or confidentiality agreement with a 
Disclosing Party. 

4. Counterparty will keep the fact of its receipt of the Information confidential and will not 
disclose such fact to any person, including its employees, not directly involved in, or 
necessary to Counterparty in effecting, the Transactions, 

5. Counterparty agrees tliat if it or any of its agents or employees breach any of the limitations 
on disclosure or use or retention of Information set forth in this agreement, the FRBNY and 
AIG, or an affiliate or subsidiary thereof, are likely to suffer irreparable harm and, 
accordingly, that in addition to any other remedies available to FRBNY [and AIG] for such 
breach or a threatened breach, including the recovery of damages, FRBNY [and AIG] shall 
be entitled to an injunction restraining Counterparty and its agents and employees from any 
unauthorized disclosure or use, in whole or in part, of such Information, 

6. In the event of litigation relating to this agreement, if a court of competent jurisdiction 
determines in a final, nonappealable order that a party has breached this agreement, then 
such party shall be liable and shall pay to the non-breaching party the reasonable legal fees 
such non-brcaching party has incurred in connection with such litigation, including any 
appeal therefrom. 

7. Counterparty understands that FRBNY [and AIG] will rely on Counterparty’s agreements 
herein in engaging in discus.sions regarding the Proposed Transactions. The covenants, 
agreements, terms and provisions of this agreement shall bind the respective officers, 
employees, agents, affiliates, successors and assigns of the parties hereto; proyided, 
however, that Counterparty may not assign any of its rights, duties, liabilities or obligations 
hereunder. 
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8. This agreement and the various <x)venants, agreements, terms and provisions, and the 
performance thereof, shall be constm«J, enforced and deteiiniiied under and with reference 
to the laws of the State of New York. Count^aity hereby (i) consents to the exclusive 
jurisdiction of the courts of the United States for the Southern District of New York, and 
appellate courts thereof, with respect to any le^l action or proceeding relating to this 
agreement or for recognition and enforcwnent of any judgment in respect thereof, (ii) 
waives any contention that any such court is an improper venue for such enforcement, and 
(iii) consents to service of process und«‘ the New York long-arm statute then in effect, 
including without limitation s«v;ice of process by mail 
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The undersigned fiereby c«tifies that the information set forth herein is true and correct and 
that he or she is authorized to executeihist^ificationtm behalf of the Counterparty 


Name of Counteiparty 


Name: 

Title; 

Date; 
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James P Bergin/NYff RS 

To 


11/0£/2C08 08:SS PM 


Thomas 88)der/NY^RS@F|^S 



Joyce Hansen/NY^RS@FKS. HaeRaa 
Km/NY^S@FRS. Jennifef yiA^emuttVNYyFRS@FRS 


bcc 



Subject 

Pw ML III - dt^ CMrfidentiaSty agreement 


Tom. 

t understand that you and Terry may be having cornrersalions wHh AIG^P counterparties tomorrow, (n case you are, attached is a draft confidentiality agreement 
that could be used. We drafted it, and DPW reviewed it ar*d made a few »^gesiions. One question i have, however, is whether the confidentiality 
agreement should be addressed to AIG as well. Depending on ytHir answer to this, I can make a few conforming changes tomorrow. 

Also, my understanding is that FRBNY will have Ulaleral disatssions with the counterparftes w/o AiG. t asked Marshall Huebner whether he felt we should get 
some direction from AIG that we could have these conversations (I undef^nd that you mentioned this idea to HaeRan). He felt that It was a good Idea to get an 
email but he felt lhal we didn't need anything more than that. His analysis was basically that we are already very pregnant, so lender liability concerns can't be at 
the front of our concerns, but that some paper trait would be nice to have. 

Thanks, 

Jim 

— Forwarded by James P Baro'nrtJV/FRS otj 1 1/05/20CB G8,47 PW — 


"Chenard, James" cjames.chenard|^pw.com> 

11/0E^C08 05:52W4 

<jBmes 8ergirt@ny.ftb org» 
ce 

<Paul.WtiyrtoR©rty.frb.org>. <8l^andro !atorrB@ny frb.ef5>, <Danielle Vic«nte@riy.frb.arg>. 
<h3er8n iom@ny frb com>. <Joyc!e hansengny fro com>. "Bjerke, 8jorn“ 
<bj«n,l:ierke@<Jpw.com>, "AtyJerson. Pauf <paiil 8nderson@dpw.com> 

Subject 

Re ML Hi •drsf; confidentiality agreement 


AitfiCticd ptcisc find a clean and bliicklitic of the draft confidentirtlih' agreement, fcflcctift!' a feu conmicnisu'ch.ftd. Pknsc let us know if.voii have any qiicsfioiis. Thanks. 

Best regiU'di. 

Jim 


James Chenard 
Dax'is PfJk A Wardwcll 
t.'to Uxiitgion Avenue 
New Yoik. New York 10017 






p. 2 12. -150, 451)6 f, 212.450,35% MUii Corlxfenlii^yAgieer.refy.W'.DOC MLill.ConfdenhelityAgieerMitDOC 
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James P Bergin/NWFRS 
11/05/2008 09 05 PM 


To 


Jennif»Wo^smrthA^^RS@FRS, Joyce 
HansefVNY/FRS@FRS, Thomas Bart»/NY/PR^PRS 


Sotye<^ 

Ra Fw: MU N} - ct^lida-ntialiSy 
agf^mentOMOOOOCOOOSFFFFOOeean 37CEOOOOO 


Yes. sorry. I should have mentioned that as well. 


HaeRan Kitn/NY/FRS 
11/05/2003 09 04 PM 

Jones P8ergi{v»Ny/FRS©FSS 

JermifstWolgemulh/NY/FRS^FRS. Joyce Hansen/NY/PRS@FRS, Thomas 
eaxterffJVj?hRS@FRS 

Subject 

Re Fw; MU III - draft confidanliality agreement 


At today's conference call with Board staff, they menboited that Scott had some reservations about FRBNY reps having negollation discussions with supervised 
Institutions, I understood that Scott was trying to tollow up on INs with Tom. 


Janies P Bergin/NY/FRS 
1 1/05/2008 08,58 PM 

Tnonas B8Xt«r/NY^RS@FR8 

Joyce Haf>s«n/NY/FRS@FSS, HasRan Kin/NY/FRS©FRS, Jennifer 
Y/tfgemuinyNY/FRSgFRS 

Subject 

Fw ML III - draft conli«eniial!«y agreement 


Tom, 

I understand that you and Terry may be having amversaticaswilh AIGJ^P coimlerparties tomorrow. In case you are, attached is a draft confidenliality agreement 
that could be used. We drafted it, and DPW reviewed It and made a few helpful suggestions. One question l have, however, is whether the confldehtiatlty 
agreement should be addiessed to AIG as well. Expending on your answer to this, lean m^e a few confonning changes tomorrow. 

Also, my understanding is that FRSNY will have bilateral discussions with the counterparties w/o AlG, I asked Marshall Huebner whether he felt we should get 
some direction from AIG that we could have these conversations (I understand that you mentioned this idea to HacRan). He felt that it was a good idea to get an 
email but he felt that we didn't need anything more than that. His analysis was basically ffiat we are already very pregnant, so lender liability concerns can't be at 
the front of our concerns, but that some paper trail would be nice to have. 

Thanks, 

Jim 

— FowartieJ by James P Sstgifi/NY/FRS on 1 1/D5/20Cfl C8 47 PM ~ 
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"Chenard, James" <James-chen3rci@dpw,com> 
11/0S/2C08 05:52 PM 


To 

<James Ber^n^)y.^.org> 
cc 

<PaulWhynot;@nylfb.efg> <a;ej3r!dro latorre^ny frb.org>, <Danieli8 Vicenle@ny frt.org>, 
«haerao tcangny ftbcom>. <}oyce nansentSiny frB com>, "Bjerke, Bjorn" 
<tqomtjerk^dpw.car>. “Arderson. Paul" <paul.ancefson©dpw.eom> 

Re corMentiaiily agreement 


Atiiiclicd plciisc find itckanandblncklincof ilictbttft ctmlidcrtiaHlya^sanenl.ntllcciingafett ccwtimniis wc Iiad Please ici ns know ifsonltavc any questions. Thanks 

Best regaids- 
Jim 


James ChenartI 
Davis Polk ftWardweli 
450Lexiiigion Avcmic 
Ne« York. New York 10017 

p. 212.450.43% f 212.45<).35%|:iilaclimem '■MLl!I.C«)rKlcn(ialii\. Agrcciocnl.Wk.DOC" dclacdb) Janies P Beigiii'NT/FRSJ (auachnicni 
"MLHI Confidcntialih'. Agreement. DOC" deleted b\' James P Bcrgin/NY/FRSl 
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Ethan, What do we have to do to paper the AIG authority to let us 
negotiate on their behalf for MLS? - Steve 

Steven J Maniari 


S^Dw Oetsis 


ethan.james 


11/06/2008 09:16 AM 


Steven J. Manzart 

Federal Reserve Bank of New York 

33 Liberty Street 

New York. NY 10045 

T 212 720 5881 

F 212 720 7922 

C 646 701 4635 

24 HR FRBNY CENTRAL WATCH 212 720 2222 
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ul Whynott/NY/FRS 
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"Wiedman, Mark" 
<Mart(.Wie<3man@t>l3cltrock.c 
11/06^2008 04:35 PM 


To 

<P»ulWhynott@ny.fit.wg>, <Sk:ptC(jith@«y.cwn>. 

<t^om bjekB@iipw.com> 

'P^owtz Mar)^ <Mark.Pafrowtz@t^adcrcck.c^>. 
~\r)llaco,-ta, RctoncT <RdandViRacorta@Uae)?ock com>, 
"&>chwald Za^*<zaehtaictivvtf(!@Uae>oockcom>, 
'Jajow. Martrn" <m»tio.J^ow@bi3d(rodc.com>. 
'JakoDislMS Ni^zaiT 
<m^a'i.iaiiobisr)v^Uackroci(.eciTi>, 

<Joe Pa!um60@ey.com> <richanl.gonseth@ey.ccm>. 
<Brian.P^@ey.Com>. cAjcjanAo UaTwTe@ny.frb.cirg>, 
<C^riidle.Vscente@fly.irb.oig>. <Mchae!.AKx@ny.frb.org>, 
<Jute Doler@ny M>.org> <Jen«s.Bergin@riy.frb.org>. 
<Jennifer W(rigemufr>@ny.frb org>, 

<a!.'iton Uvrty@ny.fm.«g> <Mar«a Ambn)sio©ny.frb.ofg> 


R«. MU IK ove the riext few days 


P;uil -iis\\c discussed, ploissc jusi copy oiir ulioksqiBid wcrliic weekend SO we SK sure to serscyoiibcsi. Roland VZadi BNugi JMarij PMark W (uic)Moms PcarlSiacc>' 
MnllinMart) Jiijow 

From: Paul.WliynntiVJin- frh.org T'n Wicdi'iiai. Murk: Skip,CiirtUA^.cwn ; Bjetke. Bjom Cc: Piillrowilz, Mark; Vilkicoil;!. Roland: BiKhw.ikL ZjicIi . Jajow, Marlin; 

Jal;ohi5ti\ !li. Niig/nri;joc.paliiinbo <ici .com ; ricluird.gcmseiiv<>'c> com ; Brtan.Pail.S.cy.com ; Alejandro LaTorrc-iinv.frti.org; Paul. Wtiinoiirr iivTrb.org . 

Diiiiiclk.MccntcV/.ri .ftb.org ; MichiwI.AIis'r/BY.frb.orK ; Julic.Doianrj.m.frb.o^ ; Jamcs.Bcrginyrnv.fib.ort! ; Jennifer. SVoigcnmthv; nv. frb.org ; Clintcn.Livc!v.<r tiy.frb.org ; 
Maria, Ambrosio ft ii'.ftb.ors Scut Tim Nov {>6 14,4<i.ti2 ZtXISSubjecl: ML lU over U)C next day! s Allots vve proceed vviQi Maiden Laitc 111, andrcacli out to comiicrixinics. 
MCwill need considet;iblc support from now lltretigli at least Monday morning. It is unclear at tiiispoinl what the level of <iiicslions and inlcraction « ill be wiih the eotinlcrpailics 
and whether wilt need represeniaiii eson-siieat'.hcniBNV ihroitshilve weekettdoroncall. My sense is lluHiiterc will be an active dialogue loenstire weagreeon (lie 
portfolio of ictinsaclioiistuid the collatcrul posted again^ Utose specific iransiictioiis. Oitceoffersareiiiuv will need to quickly attalyee and imike recoimtteitdaticms for 
itiaiuigctiicni approval. BlackRock: 2aci> and Mugi. we wilt rescue a cotifcteiice room Itere at ilic Fed Ibryou to use as needed. Oivcntliepoieiuialdowniimc.l assiuncil is most 
efficient for you to work remotely from your nfftcc.s and come down as ncccs-sary. Open tosoggcslrcmsifyon sec a better approach. BUY: Already have space onsite Wc 
aiuicipaic dot there will likely be a subsiautial aniotuutrfreconcUiatiwjirfuadcs early ic die process. DPW; Bjwn - feel free to set opinourconfcrciicc room as needed on !3. 

SVs call tifTiinstf foraconterencs nwmifvou reoiiiie additional here, Tkuik vouall inadvattw. PaulPauIWlivnoiiFwlerai Reserve Bank of New York Work (212} 720- 

238RCCII (914) 7!it.9S!KlBcrrv (917) 2.S4^S9r,THE INFORMATION CONTAINED IN THIS MESSAGE AND .ANY ATTACHMENT MAY BE 
PRIVILEGED, CONFIDENTIAL. PROPRIETARY OR OTHERWISE PROTECTED FROM DISCLOSURE. If llie reader of this message is not the 
intended recipient, you are hereby notified that any dissemimtion. distribution, copying or use ofthis message and any attachment is strictly 
prohibited. If you have received this message in error, please notify us immediately by replying to the message and permanently delete it from your 
computer and destroy any printout thereof 
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James P Bergin/NY/FRS 
11/06/2C0a 09-15 PM 


Joyce Hans«^Y^S^^, HseRan 
KlmA-jy/FRS^RS, JemHerWc^emt^IsjY/FRS^f^S 


Subject 

Pw ^ II! - docum^its 


Fotwarded by James P Barg'n/NY/FRS on 1 1/06/20C8 09-11 WU — 


"Bjerke, Bjorn" <bjorn.bjerke@dpw.com» 

11/06/2003 C7-10PM 


"Buchwald, ZacSi " <zech.lj'jchvvaa©b!3='<rock com> 
cc 

■JakoEKShwai, Nugzari" <nug2afi.jakobishvjli@blaciocck.com>, <;Oe.psliimbo@ey com>, 
<Skip-Co-'tb@ey-C<jni>. 'W-#dman. Mark" <Mafk.Wie!Jm3fl@b!acl<rock.eom>, "Anderson, 
PaiM" <p3ol.a«lefson@t!pw.c<»n>, <Pata.Whynotf@ny ffb.or9>. 
<Ajejandr».LaTorre@ny.frt).ofg>. <Dani3lIe Vicenle@ny.frb org>, 
<JarTses.Bergin@ny.ffb.Ofg>, “Heckart, Robert L." <robert heckart@dpw com> 

Subject 

F®/MLIII-dccjm»nts 


Tlwnk you Zrtch. 

Vco' liolpfiil. 

Tlic T'ciniliiiiliuii Piiviiiciil uolJbfiiK.'dinihcpiiivlMscogici.niioiil. iiisdKr ivnii Dscdiiill(vTcniiiii.-i{u>ii Akra'iiiciil <il svos iiituiuiudasa pliiuclioldcr furits sslicn 

ive Gil ini)iuunounljiisuorciniiidusi!)ut »cend upniiiibiiiialFurciiasoPnct « CDS (eniiinauonp.iynKnlCie.TeniunuiiODPa.Mucnt)* Concession ’’par of COS. Any May. i 
will nuikciknt clear because good point that this term is notoil«n\isc found in the Purchase .Agrccnieni. 

As Tor bonds M lietetliere had been a credit event. I cicM-ediliose as being stilled oiiisidcMLIIl (by AlC pay ingpiir) and remaining outside .Ml. HI, Now you raise a good 
point, would we w/rni ML III 10 purchase that bond from AKJFP after sciilcincni at apncccqisiXoitsinarkct prtccfi.c. soihai AtCi.Ju.si like in a icar-iip. p/iid ihcciirrcMiiTiark to 
market loss and ML III buys CDO itt marlcci - coitccssion). I don't know the answer so I pose that (jiicsiion to P.ml and Alex. 

AsfortlieUiiiuacliOiLSjtiii Eisl. itseeiKsloiuelitol ifllKCPureuilluiglo mtII ai tlte agreed price. Uieii lhal issue iniglil fesulseilscirbuliTlliecoumerparues use tliulasmi 
itddlliomi) argument ihtit they tiro entitled to par. then indeed that ii v\onli pay-inganciuiontoo. Tltanks. Maybe you con gi\en guick it) minute nin down on tlte 7 : JO call or next 
update tall on how ilvii posturing itnsidaycd out'’ Have they dclocrcd credit event notices and demanded pltysicaisflileincnt'’ Only argued ibepnini? 


Front: Buchwald. Znch (in.ijlio:2a:Ii.bi!chwald'nb)ackro^.coin] 

Sent: ‘Tlitirsday. Noveat^rOC. 2 (K 18 f>; 2 S PM 
To: Bjerke. Bjorn 

Cc: Jakobishvtli. Ntijctari; joc,piiiuinbo?/.cy.com; SkipCtulhBcy.coin; Wiedman. M«k 
Siilijrci: KK- ML Ml ■ docimiems 

Bjoni: 

Couple ofqucsiions: 

Wltat is the '■Termination Pay-ment" tltal is deducted from the Jnilial Ihirehasc PtifaV It'snot a defined term, and I can't figure out w hat it refers lo. 

Uiicfet Excluded Assets, you exclude those positions llsti hove expeiienced credit cvews. .Are those bonds iihimateiy- going 10 be itiehided in Idoit't see ojiyprox-ision under 
vhicliUiat would uikcpktcc. Also - you imglii want 10 say c.xpliciily under c^se (a) ofthc definition ofExclutfcd Asset Utai cash posilioiii dial have experienced Events of 
Default donca qtialil> :is Excluded A.ssels based solely on the EoD. Also FY! - the cwiWctpartHslm-e been arguing v-tlh AlOlh.at iihanrifiil of transactions that airearty hit HoD 
are auiommicaily c.xpcticncingcrctiii cvemsundet the swaps. TWsisagrayarcaitwfcttoeoriginaHtansacttotidociunents. and it makes sense for FRB lofonmilmc iis position in 
adiance. FY! -dieseposilionsitrc: 
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TABS 054 (See Gen) 

independence S (GS. Mcmil nirciidy piji to AIG) 
MKP CBO (Soe Gen) 
independence <■' (Coral. Merrill) 

Ncpiiinc 2 (McmJl) 

Mcrciir\-2 (BofA) 

Siraiis Global (Mcnill) 

Otlicnrise. tl\c pricing pro\ isions look good lo me. 
Tluiiks. 

/,i. h n.icl)n ,!(.| 


from: Djerke. Djom [itiaiito bjom.bjerke i:?dp»v.conij 
Sent: Thursday. November 06. 20')8 4:5S P-M 
To: Bucliw.ald. 2aeb 

Cc: Jake^ishvili. Niig/ari; joe.pahiinboVV.ey.com; SkipCiiHh(?et-.cwn: Wiedman. Mark 
Subject: f\V: ML III -d<x:imtcnis 

m 

Zacii (and all). njcscArstdrafisvcrc all coinplcicd in a Ktora nisi) bHUwWyw mind in panictilarfocusjnsott (tie ptirclviscprice/tcnniiiaiion price provisionsio make sure 
jouafirce wUltihciialh'’ Tiicro are some minor fc.cal iecMc.ilcoiimK'trtsIf»%creccKedffwii tlic fed in tcniis of indciimiiy and, iurisdieiitm clause esc. liiai I am dealing sviih.bui 
the most importiitii pan of the v\!>olc dcciinicni is ll)cporctu)se price caloilaiion so any conmicnts you ha\’coii(iul dclcmunalion ispanicnlarb bcIpAi! and I am (inlnraily gruternl 
roralladdiliomil iupm. 

Bcii. 

Bjorn 

Trem: James Bct^:iH'i'li)y.frb.org {maiiioJaincsBcripnirinyfrb.oi^] 

Smiti niiKsdiiy. Notcinbcr 06. 2008 4.52 I'M 
To: Elias.llab>i.veb.V(sig.cotii:jason.smjUi'r2»ci).cotn 

Cc! Paiti Vi'hyivatl Wnj'.frborg; Sloscii.Nfani’ari'rtBy.frb.oig. Alcj.mdro.LoTorrcdny.frb.orf-. Jennifer. Woigcuwilir/ny.rfb.orgiHacRan.KimWny.fib.org; 

Joyce Hnnsenft.iiy.frb.org; Danielle Vicente'dny.fiborg; Anderson, Paul; Bjerke. Cjorti 
Subject: ML ill • doeumcnls 


Per Sieve M.iiv/nrt'srctincsi. minclicd please rindndmO icm.dxxi r(>rihccoiinierp.-in> ironr.'ioioiK. fbmnrd pnteluse agrccmciil. and icnninailnn ngrccmcni for Mi. III. nsdr-iHcd 
by Diis is Polk. I be!ie\c you recciv ect tlie fiiii term sheet for ML 111 eirlicr. 

Please noieiliat ilicscarepi'cliininmy clmAs. ant! remain subject loroieu aixlconmiciub) FRBMY inaliie^Kcls 

Thiuiks. 

Jim 

James P. Bergin 

Counsel & Asslsiant Vice President 
Federn) Reserve Bank of Nett York 
(2i2) 720-5«!7 
(212)720-1756 (Td.s) 

Um INFORKIATION CONTAINED IN THIS MESSAGE AND .ANY ATTACHMENT MAY BE PRIVILEGED. CONFroENTf AL. 
PROPRIETARY OR OTHERWISE PROTECTED FROM DISCLOSLTIE. Ifthe reader of this message is not the intended redpient, yuju are hereby 
notified that any dis-cemination, distribution, copying or use of this message and any attachment is strictly prohibited If you have received this 
niessage in error, please notify us immediately by replying to the message and permanently delete it from your computer and destroy any printout 
thereof. 
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Danielle Vicente/NY/f RS 
11/07/2C08 11:00 AM 


To 

LaTorreWVTFR^FRS. Paul 
WJjy(Wt»NY/FRS@FRS 
cc 

bcc 

Sui^ect 

Cal) ^ias 


I sent this under a different subject line before- see below 
Danielle Vicente 

Federal Reserve Bank of New York 
Office: 212-720-2566 
Cell: 347-2S6-4870 


— Original Message — 

From: Oun-ellfe VicesitiJ 

Sent; 11/07/2CCC 10;S3 AH EOT 

To; Paul Ukynctt; Alsjar-.dro LaTorre 

Subject: Skip called-tradars and D8 

The traders are telling the counterparties that they caiwiot negotiate cc^ateral because their lawyers loW them not to. 

When you call Elias about D5 can you ask for the script their traders areu^ng and see if you are comfortable with it? Thanks 
Danielle Vicente 

Federal Reserve Bank of New York 
Office: 212-720-25€6 
Cell: 347-266-4870 
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Alejandro LaTorfe/NY/f RS To 

12/07OT30542PM Hl,h„d C,.«CTS®FRS 

Daw^e \AcentemY>i:RS@FRS 
bee 

Sutgect 

Rr question about 

AiGOC0000000003FFFFM6E0013?CEOOQOO 


yes - by paying par this means they Kept whatever ccllatc^ posted and ML 3 purchased the CCX)s at their marks 
Alex Latorre 

Federal Reserve Bank of New York 
Office: 212-720-2728 
Cell: 917-916-0760 

Sent from my BlackBerry Handheld 


— Original Message — 

From; Sickard Charlton 

Sent: :2/07;2CC9 05:23 ?M EST 

To: Aiojandra l.aTorts 

Cc: Danielle Vicents 

Subject: Re: cuestinn about ATG 

Alex, that’s because tbe counterparties got par? Thaiks. 

Regards, 

Richard Charlton 

Counsel and Assistant Vice FYesideni 

Federal Reserve Bank of New York 

(212) 720-2867 

(646) 720-2867 

(917) 639-8697 (m) 

richard,charilon®ny,frt3,org 

Arty views expressed are (hose of the author et^d do not necessarily reflect the position of the Federal Reserve Bank of New York or the Federal Reserve System, 


Alejandro LaTorrefNY/FRS 
12/07/2003 05 04 PM 

OartieMe Vicer:ten'iY/FRS@FR5, Richard Chat1ton/NY/FRS@FRS 

Si!b)eot 

Re quest on about AIS 


That’S right. Only darification I would add is that the 10/31 price has no beanng on the counterparties and whet Ihey received but only relevant for AIG and ML 3 
In terms of P/L impact and cash collaieral returned to AlO 


Alex Latorre 

Federal Reserve Bank of New York 
Office: 212-720-2728 
Cell; 917-916-0760 

Sent from my BlackBeiry Handheld 


Original Message 
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From: DiinielXi VtcenC* 

S«5nfc: 12/G7/2CCS 04 ; 25 ?M 5S7 
To: Richard Charlton 
Cc: Alejandro I.aTorra 
Subject; Re; cuestisn about AIG 
Sorry for the delay! 

We are using BLACKROCK's 10/31 prices: that's the price at which ML lU pun^sed the imderl^g CDO bonds. They modeiedthe undeflying cashflows for these 
CDOs given economic conditions, etc. 

AIG did value the portfolio as of 10/31, and although we didnl use thw prices, the means used to obtain these AfG prices were verified by E&Y. E&Y helped us 
“tie out" with the counterparties, making sore everyone was <m U» same pages wRb respect to the notional amount of the securities, the collateral posted, and the 
purchase [Xice. 

Does that make sense? Alex do you have a different i^erstanding? 

Dani 


Danielle Vicente 
Phone: 212-720-2566 
Mobile: 347-266-4370 


Richard Charfton/NY/FRS 
12/06/200810:08 PM 

To 

DanieBe ViceRterNY/FRS@PR3 

Sub|ect 

questiot) about AIG 


Dari, v^o verified the prices Of the COOs-ESY? OrBlackRock? And can youctaritytheirrBspective roles? I need this before Monday morning for ameelingon 
the Hill. Thanks. 

Regards, 

Richard Charlton 

Counsel and Assistant Vice President 

Federal Reserve Bank of New York 

<212) 720-2667 

<646) 720-2867 

(917) 539-8697 (m) 

fichard.ch8rllon@ny,frb,org 

Any views expressed are those of the author and do not necessarily reflect the posHioo of the Federal Reserve Bank of Now York or the Federal Reserve System, 
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James P Bergirs/NY/FRS 

11/Q7/2C03 07:11 PM 


Jennifer \ftWganut)fNY/FRS©FRS. Ha^an 

RS©FRS. Joyce Hansen/NY/FRSgFRS 


Subject 

ML III -ttie latest 


! talked Oiielly to the genliCTnen upstairs. The cwicesston negotiaiions did not go favorably, aflhough the notion of lear-ups was greeted warmly. WeVe given up 
on concessions. We will apparently be calling in the counterpartiw to meefings on Sunday seriatim and asking them to agree to a tear-up at par. Alex and Paul 
got called into a meeting with Goldman, so I haven't been aWe to figure out yet s^t the f^aij is in terms of documents, I would figure that we')! sign a term sheet, 
although if we have the documents ready (and we ^ouid) we OHild think about attaching those to the term sheets and saying that the agreement will be in 
substantially the form thereof. Bjorn told me on the phone that Paul asked him to come down tonight for some reason. 
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Notes from follow-up call witii MarkW. on ML ill 

Paul Wl-iynott 

0 


Steven J Manzari, Jim Mahoney, 
Danielle \Atcente, Paul Whynott, 
Slup.Curth, richand.gonseth, Clinton 
Lively, Alejandro LaTorre, Maria 
/'jnbroao 


S^ovv Detai s 


10/21/2008 02.06 PM 


Mistor,' ^his message has been forwarded. 


Tuc.sday. October 2 1 . 2008 
11; 15am 

Stc\’e. Clinl and 1 had a folloiv-up aill with Mark Wiedinan, BlackRock, to foilmv-iip on the 9ani discussion. 

We expressed our discojufort with the iufonnatioii and options preseiiial thus far and liigliligluecl the need for additional work 
and a lot more lransiwreitc> beliind their assuinpiions as well as options they have ruled out and why, We indicitted thaf they 
should not commiuiicaic to the firm tlicsc scenarios at Utis point given our comfort level and the fact dial it may be misleading fo 
llic firm at this point. 
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Mark expressed that he understood and appreciated cwr request. He noted tltid Utey were under a lot of time pressure attd see the 
need to pro\'ide additionaf information and transparency. He askwl thtrt we react) out to AiG to let them know that we haxe 
requested ttiis additional work/information and ad\Tsed BlackRock iwt to provide the scenarios to diite at this point. Mark noted 
diat concern of appearing uiiresponsixe to AIG as they liad osininitt^ to and end of day Monday delit’erable 

Marie will develoj) an outline of our rctjucsf imd circulate it to us later today loen.s»irelhat we are idlon the same iJaae 
and that tlic\ are rocused correctly. 

Our request did include: 

Getting a better understanding of tl)c feir market value of the CDOs (asking BR to line up AIG’s marks, the counterparty 
marks, and tlic agreed upon markets) 

Pro\ ide more levers on the capital structure - there is a lot of model risk and we want a lot more safety for llie FRBNY 
Clarify consolidation issues - lay oiU more scenaric^ and indicate w-hy certain options ^^'ere deemed not worUi pursuing. 
Explore doing die trades at oIT market rates - there is a wide bid-offer spread, explore die range of fair value and a 
market cle:iring rate. Wliat would die simeture look like if it reflects what new money is \\ iHing to im est in these 
products at’’ 

Transparency with resjrect to inputs - HPA assumptions, discount assumptions, etc 

Broader set ofoptions-thecurrent set is very narroAv with only minor tweaks between them. Again, explain w liytlie 
other scenarios arc non-starters. 

Asked, again, for an independent ey^luationof their base scenario inputs give sotne comparison to external 
benchmarks. I hcy w ill present assumpticsK compared to die ABX, 

Do a break the bond'stmeture scenario - what would it take for the Fed to lose money? 

Sony for tlie quick brain dump, but I wanted to give folks a quick sense of where we are at. 

Paul 

Paul Whynotl 

Federal Reserve Bank of New Yorit 
Work (212) 720-2388 
Cell (914) 715-9886 
Berry (917) 254-6896 
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AIG 


DRAFl 


To: Files 

Cc: 

From: 

Date: October 22, 2008 

Rc: AIG Financial Products: Impact of Further Rating Downgrades 

Introduction 

Tlie purpose of this memorandum is to describe the potential liquidit>’ impact on ATG Financial Products 
Corp. ("AIGFF") of ftirther rating downgrades of American International Group, Jnc. (“AIG’), as well as 
the etforts underway to confirm the completeness and reasonableness of our ana!> sis. 

Following recent events, the current ratings for ATG's long term unsecured debt are the follo\sing: 

S&P: A- 

Moody’s' A3 

Fitch; A 

AM Best rales AIG at bbb. but this rating ageiKN 's specialty is iosurance companies, and its ratings are 
not referenced in financial product contracts. A downgrade by Fitch is not expected to ha^’e a significant 
liquidity’ effect; however, that is being validated by AIGFP’s iiUcrnat and cMcmai counsel. 

I. Due Diligence Process 

AIGfP’s internal and external counsel arc currently in the process of reviewing docuracinatioii related to 
significant transactions to which AIGFP is a party in order to confirm the completeness of the credit 
rating triggers reflected in the AIGFP systems used to evaluate liquidity' demands in different downgrade 
scenarios, The status of these efforts is as follows: 

A review of rating triggers has been performed by Weil Gotshal on the entire Su))cr Senior book, 

- A review of ISDA Master Agreements and related Credit Support .^^mexes (“CSAs'’) has been 
performed by Weil Gotshal with the goal of covering 90% of the absolute value of the mark to 
market exposure of derivative trades and checking tliat documentation is consistent with ratings 
trigger information that already exists In AIGFP's systems. AIG FP is currently analyjiing the 
noted discrepencies. 
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Ail other significant categories of products are being reviewed either bv external or internal 
!a\s%ers to assess the existence of colfciteral or termination dox^iigradc triggers. This review 
covers: 

o Municipal G!Cs 
o Structured lease GICs 

o Benefit Responsive Option transactions (sometimes references as ”BROs" or "Stable 
Yaiue Wraps’’) 
o Issued securities 

c) Repurchase and reverse repurchase transactions 
o Securities lending transactions 
o Gold leases 

o TDG trades, infrastructure investment and other stnictures trades. 

For these categories of transactions, AIGFP, in consultation with AIG coq>orate personnel, outside 
counsel and PwC, is determining an approach for documesrtation review, which is set out in the draft 
"Scope of Review" document in appendix to this memonmdum. Tlie draft document remains subject to 
further review. 


2. Potential Liqitiditv Impact 

Tlie analysi.s performed in this docun'^nt quantifies the liquidity impacts due to the downgrade of AIG 

Inc Tlte consequences of rating downgrades arc the following. 

- Threshold and independent amounts: For some contracts, as AIG is downgraded, the thresholds 
decrease and the independent amounts mcr«ase, resulting in additional collateral postings. 

- Collateral : Some contracts do not require posting of collateral if AIG is rated above a certain 
level. Once this level is breached, collateral posting is required. 

- Terminations: Counterparties to some contracts have the right to terminate transactions if a rating 
trigger is breached. The termination is done at a replacement value. >vhic!i m some cases can be 
difficult to quantif\'. Sometimes the rating level is the same as the collateral trigger in which case 
The counterpart}’ can terminate the trade if collateral is not posted. In otlier cases, the termination 
trigger is at a lower level than the collateral trigger. 

Loss of ability to rehvpothecate: AIGFP looses the right to rehypothecate collateral received on 
some derivative transactions below a certain rating level. 

- Guarantee/assianment; At some rating level, counterparties to some transactions can require AIG 
to find a guarantor or a third-party to assign the trades to. In the current market environment wc 
assumed that it would be extremely difficult to find a third party willing to take on these 
transactions and therefore these triggers were treated as termination triggers for the purpose of the 
calculation, 

Tn addition there are indirect effects of an ATG rating downgrade: 

Structured transactions: Some securitization vehicles, to which AIG us a derivative counterparty 
for interest rate or currency risk, have rules that require a minimum rating for the derivative 
provider. Below a certain rating, the vehicle has the right to terminate the transactions. In that 
case, any amount owed to AIG on the derivative falls to the bottom of the cash flow waterfall. 

- Loss of confidence: In the case of a rating downgrade, counterparties and clients loose confidence 
and in the worst case there is a run on the bank. 
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'Fhe potentiai iiqiiidit\' impact from ftirther downgrade in AIG's credit ratings are shoun in the table 
below: 


Summarycash otdfiows biqqered bv rabnq downqrades 



- QlCs aHd 

Multi-sectoT 

: vCofpoirate 

^Regulatory 

Total 

Total 

USD millions 

CSAs 

1 

1 

'. arUtr'age 

Capita 

change 

cumulatiw 

BBB+ 

3.122 

2.833 

809 

150 

6,913 1 

6,913 

BBB 

228 

2.855 

108 

600 

3,791;| 

10,704 

BBB- 

544 

0 

69 

25 

638 1 

11,342^ 

ToM 

3,894 

6,688 

986 

775 

11,342j 



Important Note: 

The multi-sector CDO estimates include at the BBB+ level the effect of the independent amounts and 
tlireshold adjustments. 71ie>' include at the BBB level the effect of the termination of the ftmded portion 
of project Max These numbers do not include the estimate of the replacement cost of trades that 
terminate for the most part at BBB ($50b of notional cHit of $70b) because of the uncertaint>' in the 
calculation of the replacement cost. As explained in section 2.2, the maximum exposure at the BBB level 
would be $27 billion. 

Tlie remainder of this memorandum explains what these balances represent and additional liquidity' 
effects not quantified in the above table. 


2.1. GICs and CSAs 

This section covers the potential impact on AIGFP's liquidity resulting from the GIC portfolio and (he 
derivative transaction portfolios (other than credit derivatives). 

As of 10/8^08 • obligations at (he respective rating levels 


USD millions 

Cumulative at level 




OiCe 

. eSAsj , 

, .Total 

Cumu/ative 

Chanae 

Current ie\el 

776 

1,716 1 

2,492 I 

BBB+ 

896 

4,718 

5.614 

3,122 

BBB 

896 

4 946 

5,842 

3350 

BBB- 

896 

5,490 

6,386 

3,894 


Amounts under the GIC column repr(»cm the principal amount of GICs that AIGFP would be required 
either to prepay or to collateralize upon a further downgrade of AIG’s ratings 
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Amounts under tivc CSA column rqjresent the following estimates; 

• Amount of collateral receive by AIGFP under CSAs that AIGFP Avill no longer be permitted to 
rehypothecate. 

• Estimate of additional collateral postings required of AIGFP. 

• Estimate of the mark-to-market value of derivative transactions that are in-the-money to AlGFP's 
counterparties where the counterparties wcaild be permitted to terminate the transactions and 
demand mark-to-market pavTuent as a re^lt of a downgrade of AIG's rating. The amounts 
reflected here are net of collateral already posted to counterparties to seciire the related mark-to- 
market exposures. 

Estimates presented below arc based on AlGFP's best estimates. Actual liqiiidits- cft'ccts may differ from 
these estimates. 

The table below does not take into account the following impacts: 

• Estimate of the mark-lo-markel value of derivative transactions that are in-the-money to AIGFP 
where the counterparties are pemiitted to terminate as a result of a downgrade of AIG's rating 

• Effect of AIGFP not beii^ able to find a replacement counterparty on deri^ati^•c transactions 
where a downgrade of AIG’s rating would require such a replacement 

Starting w ith AIG's current rating level the main impact of further downgrade occurs at the BBB+ level 
where S3.1 billion of additional cash outflows would be triggered. This number includes Sy50 million due 
to the loss of the ability to rehypothecate collateral on some transactions as well as $820 million of 
independent amounts that AIGFP would be required to post based on notional amounts of derivative 
transactions {\\'ith supranational counterparties). 


2.2. Multi-sector CDOs 

In the case of the multi-sector CDO CDS portfolio, further downgrades of AIG’s ratings v\iU result in 
fltrthor collateral calls due to decreases in threshold amounts and increases in independent amounts. 
AIGFP estimates that it would be required to post an additional $2.9 billion if AIG is downgraded to 
BBB-!-. Further downgrades below BBB have no effect on additional collateral requirements, 

At the BBB level, tlie counterparties for trades representing $50 billion in notional have the right to 
temiinate their transactions It is very' difficult to estimate the replacement cost for these transactions as 
the market is extremely illiquid on these transactions, and there are no precedents in this area. 

As of 10t10/0S • MuKi-sectorCDO book 


USD millions | Ctrrentl 6BB+{ 6B6| BBB-| j Noiriggerj j Totaij 


Notional 


2,342 

125 

49.883 

1.621 

16,782 

70,753 

CoSat Posted 


1,281 

37 

22.517 

720 

5,876 

30,430 

Max exposure 


1,031 

87 

27.367 

901 

10,9C6 

40,322 


CONFIDENTIAL 


FRBNY - TOWNS - R1 “ 1 0 2 2 0 6 



586 


For purpose of iilustration the replacement cost was estimated using the stress prices computed by 
Biackrock for the Merrill, Goldman and Soegen trades on a transaction by transaction basis. The \\ eighted 
average of these prices (48.4%) was used for tiic remainder of the book. Finally, all the prices were 
stressed down anotlicr 15 points, yielding an average tennination price for the book of 33.4% 

The additional cash outflow is estimated to be approximately $8.4 billion. This amount corresponds to a 
tennination outflow of S32.9 billion (which impacts the iiKomc statement) offset by a return of collateral 
already posted of S24.4 billion. 

Stressing the prices by another !0% would incr^se the cash outflow by another $5 billion 


As of lOflOfOS • Multi-sector COO book 


USD millions 


Currentl 


{Already po^ed 30,430 j 


Additional 


Collaferai 


(1,281) 

2.833 

(24,435) 

(775) 

Teimination 


1.703 

83 

32,930 

1,080 

NeiCash Outflow 


422 

2.916 

8,446 

305 


Project Max is included in the above numbers for the unfunded portion of the transaction of $2,25 billion 
to w hich a portion of the collateral posted ($0 4 billion out of S2.8 billion) was assigned. This trade has a 
termination trigger at BBB. 

The funded portion of $5,3 billion has collateral posted for an amount of S2.4 billion and has also a 
termination trigger at BBB, As opposed to the derivative trades for whicli the computation of a 
icplaccmcut cost is ncccssaiy, the impact of a downgrade at BBB here is simply the tennination of the 
funding minus the return of the collateral already posted, for a net cash outflow of S2 9 billion, Tliis 
amount is not inchideti in the tables in this section but is included in the summary table. 

The impact at the current level include 

- Bank of Montreal trades for a notional of $ 1 4 billion that AIG FP can temiinate at A+ (but not 
Bank of Montreal) and that have collateral posted for S0.5 billion. 

Start 2005 and Commodore, two positions totaling $0,9 billion in notional that have $0.7 billion 
of collateral posted. Tlie termination impact was assumed to be the same. 


For information purposes, the table below shows at the different rating levels the notional of trades that 
get terminated as well as the collateral that is already posted against them. Tlie difference between these 
two amounts is the maximum exposure at each level. 


5 


CONFIDENTIAL 


FRBNY- TOWNS-Rl - 1 022 0 7 



587 


2.3. Corporate arbitrage portfolio 

The ke}' liquidit)’ impact from further downgrades of AlG's rating is that at certain levels counterparties 
will be permitted to tenninate transactions at replacement cost In the case of the corporate arbitrage 
portfolio, the most significant liquidity impact representing about Italf of the book requires collateral 
postings at BBB- and allows the cminterpartv^ to tenninate the transactions at BBB (approxiraateK’ $25 
billion notional amount). 

The collateral requirements \^•ere estimtued using the most recent prices available (average book price of 
97.7%) and terminations were estimated to be done with a 20% increase on the current write-down. For 
example, if the current price of a. trade is 95, the amount used for the colLateral estimate is 5 and the cost 
estimate for the tennination of the trade is 5*120% == 6. 

The table below shows tlie effect of these assumptions at the different levels. 


As of 9/30/08 - Corporals Arbitags 

USDmilitons | Current) BBB) BBB-| 

j^rsadypostsd 901 1 


Additional 


Collateral 



588 

(645) 

(345) 

Temiinalion 



221 

753 

414 

Net Cash Outfiow 



809 

108 

69 


The negative amounts represent sums that arc returned to AfG FP as transactions are terminated The last 
line in the table shows the net cash outflow at each rating level, while the termination line represents the 
actual impact on the income statement. 


2.4. Regulatory Capital Portfolio 

In the case of the regulatory capital portfolio, downgrades of AIG's credit rating could trigger either 
additional collateral calls and/or terminations. In most cases, AIGFP hits the right to select either to post 
collateral or to pennit the counterparty to elect to terminate a derivative. Most of the derivative positions 
that have rating triggers were triggered as a result of the last rating downgrades. 

Tennination triggers shown here also include tlie rating triggers where tlie required action is that AIG 
must find a qualifying third parly to guarantee or to take assignment of the trades. These transactions 
^ve^e included on the assumption that it would be verv difficult for AIG to find a third part}' tvilling to 
take on tltese contracts in the current environment and that the trades would likely be terminated as a 
result of ATG's failure to do so. 
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The total population of S249 billion can be broken down inttie following categories: 


Counterparty- .Notidnal 
Trade 

Various with rating 
triggers 

Natixis - fgloo S2b 

,>VBN - Yclkmhammei' S9.2b 

BNfP OL Libert.- and 5 Si4.3b 
Staiiciaid ' Slait 3 SO.'at 

Rabobank - Sundial S2.9b 

Dc\, JdiiiJ. ot Japtiii - S2.0b 

Ciibicl 

Westpac - CambeiTa Sl.Sh 

Si'edbaiik • Spiiitiib SO. 7b 

Dansko -Jutland and Private S32.1b 
Bricks 

Banco SiinliUnii.T - Si fib 
H>polliecarii) ? 

Morgan Stanley -NfSC'P Si.ib 

Noitltsm Rock - Nortlicm SI fib 
Rock 

Credit Logement S33.7b 

Kf\V S25.9b 


Various with no SI 20b 
rating triggers 


Status 


Has a t^niiKriion tri^erat A-^ tat has inU called tis since the trade tenninates in 
December. Estimate of lenmaatimi SlOm. 

Cullaiera! iri^crai A-- Estiniaie is 0 since die calculation is based on e.xpectcil lovscs 
iuid is deemed to he 0 ifthn'e is still a signiflcani .A.A A tranche. 

.\lrc3dy posting ccdlati^l fat a total ofS124ni. No tenninatiw Iriggcrs. 

CoRaterai tri|^^ at finDr. Amnonl eslimajed to lie 0 because «e only start ['osling 
xvb^tbe AAA tranche belowos isdown^ded, which is unlikely given the 
performance of the transaction. 

CoRatcraltri^raf A-, terrattutiwt trigger at BBB. Estimate for termination: SlOOni 
CoRalcniiciiUtmid BBB-orlonranaiiuitai ilic same level, iiv cost of ailiatcraii^uiion 
wmild be SlOm as the trade ntalures in .April 2nOs>. 

Collateral nigger at BRB-. AmouiK eaimalcdto he S15ni. 

T^mitialioii trigga at A-. Ctxurtetpaity indicated that they plan to call tfie traiie as 
planned in December and not take action based on our doivngrade. 

Collateral tr^gers at A-. Already posted S2 lOtn 

Colluieni] trigger at BBB--. Wcare aiiienlly posting coliiilenil for animioiiiit of S4!3ni. 

Collateraitri^erat BBB*- and ternnnation at BBB. 

Collateral ainourU estimated to be: S 1 50in 
Tennination cuda estimated lu be SI 50in 
fentiination bigger a! UUU- Estimate is SSOOin 

Currently under discussion as these trades have collateral 
triggers at A+. To be conservative we can assume a 
collateral amount of $50 million. 

Collateral posted €200 million. AIC FP is currently 
renegotiating all the trades with K1>Y. If this renegociation 
is successful, this should eliminate any future termination 
triggers. 
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Collateral requirements can be in two forms; (i) a mark to market approach that requires the counterparty 
to find a third-part> price for tire transaction ca- (ii) a rc-tranching approach, meaning that the collateral 
posting increases the subordination level b^k to where it was prior to the downgradc. 


Thc table below shows the cash flow impact at the different rating levels: 


As of 9^0/08 • Regulatory Capita I 


USD millions 


Cirrentl BBB+| BBB} BBB-| 


jAfready posted 949| 


Additional 


Collaterel 


- 

150 

(150) 

25 

Termination 


10 


750 


Net Cash Outflow 


10 

150 

600 

25 
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APPENDIX 


Privileged & Confidential 
Draft 10/14/08 

Scope of Review of Contracts 

• Idcntif}' transactions that include contractual provisions that, in light of events occurring in the 
third quarter of 2008 (including the right of the Federal government to acquire preferred stock 
convertible into 79.9% of the common shares of AIG, Inc.), v\ould haic a material ad\erse effect 
on AIG, Inc.'s liquidity position and/or financial condition or results of operations ("Relevant 
Transactions'’). 

• Examples of siicli adverse effects, to the extant material to AIG, Inc., include: 

o Additional or unforeseen cash demands 
o Acceleration of obligations 

o Triggering of new or contingent guarantees or other commitments 
o Termination of contracts, rights, authorizations, approvals or permissions 

• Examples of the t>pcs of contractual provisions tliat nm’ be relevant to the matters described in 
the first bullet point above: 

o Ciiange of control provisions 
o Material adverse change provisions 
o Credit rating based provisions 

• AIG-FP will undertake the following review process to identify Relevant Transactions, and will 
utilize the services of outside cminse!, as described below, to perform the review. 

ISDA Master Agreements. Weil Gotshal will review ISDA Master Agreements and related 
Credit Support Annexes (but not trade confirmations) with respect to AlG-FP's derivatri'CS 
transactions (including transactions with other AIG. Inc. entities) that constitute 90% of the 
absolute value of mark-to-market exposure, whether of AIG-FP or the counterparties. Weil will 
also review- JSD.A Master Agreements and related Credit Support Annexes and trade 
confirmations for all of AlG-KF's super senior transactions. Cadwaladcr will review ISD.A 
Master Agreements and related Credit Support Annexes and trade confirmations, as well as 
related indenmres, for all interest rate swaps and other derivatives transactions with CDO 
vehicles in relation to AIG-FP’s sui>cr senior transactions Weil Gotshal will spot check 
Cadwalader’s review of such documentation 

Muni GIC and Structured Lease Transactions White & Case ami Fulbright prepared and are 
familiar with documeniation regarding AIG-FP’s Mimi GIC and structured lease transactions. 
Fulbright previously w orked w4th AIG-FP to develop a detailed database to reflect for all of AlG- 
FP's Muni GIC transactions, among other items, credit rating based provisions in documentation 
for Muni GIC transactions. The database was completed in 2005 and has been updated by AIG- 
FP personnel since then. Fulbright w ill review documentation for all of AlG-FP's Muni GICs 
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entered into since the date of completion of the database in 2005 and that are uncollateralized to 
determine whether such docum^totion include ojntractual provisions that are described in tlie 
first bulict point abo^"e. AIG-FP will also ask Fulbright to confirm, as a general matter, their 
sense that documentation for Muni GlCs entered into before fiic date of completion of tlic 
database in 2005 docs not include contractual prerv'isions that arc described in the first bullet point 
above, [In relation to AIG-FP's structured le^e transactions, Fulbriglit and White & Case have 
already reviewed (i) all of AIG-FP's Equit}’ PUAs and (ii) documentation for all non-Equiiy 
PIJA roles played by AIG-FP in structured lea.se transactions for puqioses of identifying credit 
downgrade provisions Fulbright and Wliite & Case will review the documentation described in 
clauses (i) and (ii) above for purposes oftJiis broader review] fii addition, AIG-FP will meet ivith 
the business and legal personnel responsible for AIG-FP’s Muni GIC and structured lease 
transactions to confirm whether thej' arc aw^irc of the inclusion of contractual provisions that arc 
described in the first bullet point above in the documentation regarding such transactions. 

BRO Transactions. AIG-FP legal personnel [Jake Sun] will review documentation for at least 
one BRO transaction with each investment manager with whom AIG-FP has entered into a BRO 
transaction. In addition, AIG-FP will meet with tlie business and legal personnel responsible for 
these transactions to confirm whether they arc aware of the inclusion of contractual provisions 
that are described in the first bullet point ^ve in the documentation regarding such transactions. 

Issued Securities. Weil Gotsha! will review (i) program documentation regarding AIG-FP's 
fc'M'l'N program (but not AIG, Inc.'s registered MTN program) and pricing supplements 
regarding issued securities that constitute [90]% of the aggregate notional amount of issued 
securities issued under AIG-FP's EMTN program and (n) documentation regarding AIG-FP's 
(but not AIG, Inc. ’s) issued securities that (x) are not issued under a note issuance program, (y) 
arc not issued in relation to a TDG or other structured transaction and (z) constitute [90]% of the 
aggregate notional amount of issued securities not issued under a note issuance program. In 
addition, ,AIG-FP w ill meet with the busines.s and legal personnel responsible for AIG-FP's 
i,ssued securities to confirm whether tliey arc awnre of the inclu-sion of contractual provisions that 
are described in the first bullet jwint above in documentation for AIG-FP’s issued securities. 

Repo/Reverse Repo and Securities Lending Transactions. AIG-FP's repo/reverse repo and 
securities lending transactions generally involve U.S, government and agency, foreign 
government and coiporate debt securities and ABS. AIG-FP legal personnel [Brian Gregorj ] 
will review [the form Master Repo documentation for each t>pe of form that is used for AIG- 
FP’s repo/rev'crse repo transactions and the form Securities Lending documentation for each tjpe 
of form that is used for AIG-FP’s securities lending transactions] AIG-FP legal personnel [Brian 
Gregorv’l w ill also review Master Repo documentation and Master Securities Lending 
documentation for AIG-FP’s repo/reverse repo and securities lending transactions that, in the 
aggregate, constitute [75]% of the aggregate notional amount of transactions involving foreign 
government and corporate debt securities and ABS to which AIG-FP is a party (whether as 
borrower or lender of securities). In addition. AiG-FP will meet with the business and legal 
personnel responsible for AIG-FP’s rcpo-Zrcvcrsc repo and securities lending transactions to 
confirm whether thes' arc aware of (i) the inclusion of contractual provisions that arc described in 
the first bulict point above in documentation I'or such transactions or (ii) non-standard 
repo/reverse repo or securities lending transactions (even if documented under Master Repo or 
Master Securities Lending documentation). 
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Gold Lease Transactions. AIG-FP legal personnel [Jeff Saxm] \\ i1i review Master Agreements 
(to the extent particular gold lease are ^tered into under Master Agreements) and 

trade confirmations for all of AIG-FP's gold lease transactions. 

TDG. Encrg\’ and Infrastructure Investment and Other Structured Transactions. AIG-FP legal 
personnel (with assistance from outeide counsel, as necessarv) %%ill review documentation 
regarding TDG transactions, energy and infrastructure investment transactions and other 
.significant structured transactions (to die extent not covered in tlie other headings) that ATG-FP 
has entered into and that are still active. Tliis review will include review of the transactions listed 
on Ron Latz's liquidity study chart and, for the avoidance of doubt, will mcliide review of AIG- 
FP's [GAP transactions] and the [Curzrm, Nightingale and Horizon transactions] AIG-FP legal 
personnel ^Yill consider all transactions that have been approved by the ATG-FP TRC or Banque 
AIG TRC and that are still active for purposes of this review. In the context of review ing the 
transactions described in this paragraph, AIG-FP legal personnel (or outside counsel, as the case 
may be) will consider any guarantees provided by AIG-FP and its subsidiaries in the context of 
such transactions. 

SMBC Credit Acreement Davis Polk will review the SMBC credit agreement. 

Dow Joncs/AIG-FP Joint Markctina A.^xement AIG-FP personnel [Jeff Saxon] will review the 
Dow^ Jones/AlG-FP joint marketing agreement. 

• In response to a prior request from AIG, Inc.’s regulatory and compliance group regarding the 
effect of an AIG. Inc. change of control on AIG-FP's regulatory licenses and approvals, AIG-FP 
provided the iiiformation attached as Annex T 

• AIG-FP's work product tvill comprise one or more charts and sj^readshcets that are organized in a 
manner that is similar to information previously provided to AIG, Inc. for purposes of providing 
information relcA'antto AIG, Inc.'s liquidity position. 

• Any confirmation by AlG-fP personnel will be expressly subject to normal carve outs, including 
knowledge, materiality and reasonableness, and will be expressly limited to (i) identifying 
Relevant Transactions, (ii) AIG-FP performing a docuntentation review as described in the fourtli 
bullet point above and (iii) AIG-FP providing to AIG. Inc. the work product described in the sixth 
bullet point above. 
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Rating Agency Talking Points - October 23, 2008 


Rating Triggers 

• We are ciii iently undergoing a due diligence process to ensure that we have 
captured all material transactions that have rating triggers below A-/A3 . We 
expect to be completed In time for the lOQ filing. 

• The principal liquidity impacts ifrom further rating downgrades: 

0 Additional collateral calls resulting from either (1) threshold levels 
decreasing or independent amounts increasing, or (2) counterparties 
becoming eligible to require AIG to post collateral 

o Counterparties receiving the right to terminate trades once a rating level is 
breached 

0 Right for the counterparty to require us to find a guarantor or a 
replacement counterparty 

0 AIGFP losing the right to rehypothecate collateral received on derivative 
transactions [new] 

• Based on the information we have to date, we estimate the impact on liquidity 
from flirther rating downgrades as follows: 

o GICs - $120 million relating to residual GICs tliat either have to be 
collateralized or paid off 

o Non-GIC portfolio {excluding credit derivative portfolio) 

■ Approximately $950 million related to the loss of the right to 
rehypothecate collateral received 

■ Approximately $2 billion at BBB+ / Baal related to either 
additional collateral posting requirements or estimated impact of 
terminating trades that are in the money to the counterparty. This 
amount grows to S2 8 billion at the BBB- / Baa3 level 

0 Multi-sector CDO portfolio 

■ At BBB+, we estimate that we wilt have to post an additional S2.9 
billion in collateral relating to changes in threshold levels and 
independent amounts. No fiirther adjustments below this level, 

■ At BBB, counterparties on approximately $50 billion in notional 
exposure are able to terminate the trades at their replacement cost. 
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We have posted approximately $22.5 billion in collateral against 
these trades (before considering the additional S2.9 billion in 
collateral from being downgraded to BBB+), So the liquidity 
impact will be the difference betw«;n the replacement cost of these 
transactions and the collateral already posted, 

• i^t this time, we have posted collateral equal to the mid- 
mark^ prices that we have agreed to with our 
counterparti^, leaving an uncollateralized notional amount 
on these trades of approximately $27 billion. 

• It is diffioilt to reasonably estimate the replacement cost 
given the lack of trading and price transparency in this asset 
class. 

• As an example, every 10 point difference from the mid- 
market prices is approximately $5 billion. 

■ Also at BBB /Baa2, one of the repo facilities on 2a7 becomes due 
and payable. 

0 Regulato £7 Capital CDS 

■ Most trades that had a rating trigger were triggered when AIG was 
downgiaded to A-/A3 

• In these cases, we had the choice of posting collateral, 
finding a guarantor / assignor, or allowing the counterparty 
to terminate. In all of these cases, we had opted to post 
collateral. The amount of collateral posted was or will be 
approximately $600 million, 

■ If downgraded below A-/ A3, 4 additional trades get triggered, 
which is not expected to have a material effect, 

o Corporate Arbitrage 

• Tngger for additional collateral at BBB+ 

• Rights to terminate $25 billion at BBB / Baa2 
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Riiting Agency Strategy 


Objective: Mitigate risk of rating agency downgrade; maximize window to react to a 

downgrade if inevit^le 

Mitigate impact of 3Q earnings on rating agencies, investors, market 

Risks: Rating agencies downgrade regardless of actions taken; agencies do not 

understand actions taken 
Market/investors/en■^3loyee reactions extreme 

Earnings; 3Q losses (a multiple of expectations) much higher than expected 


Downgrade 

Impact 

At BBB: Downgrade impact conies in primarily two forms: liquidity demands at HoldCo 

and impact on operating subs’ operations 

1. HoldCo liquidity and cash flow impact on unregulated entities 

$7.2B in collateral calls (CDS) 

$5B to $33B in termination costs (CDS) 

$1B to $3B (reg. cap. arb.) 

+/- SIB (corp. arb.) 

2. Impact on operating subs’ operations 

(a) valuation impact on assets to be disposed - depends on ratings impact 
at the OpCo level 

(b) negative impact could be mitigated ifOpCo ratings are maintained by 
allowing greater notching between HoldCo and OpCo ratings 


Recommendation: 


1 . Rating agency “holiday” - two-month stay of ratings actions (not likely to happen); we 
want the rating agencies to keep AIC in the penalty box (instead of being downgraded) 
until the broader economic issues “stabilize” and AIG, with its unique circumstances, can 
be compared to peers, issue is that maintaining our flexibility to “walk” on the options 
would compromise our credibility if exercised. 

2 . Iterate with rating agencies on package of mitigants to provide input to ratings decision 
process 

a. If no information is provided, agencies likely to pull trigger (gave AlG/FRBNY 
two weeks to iterate prior to investor call on 10/3) 

3. Start sooner rather than later - week of October 1 2 

a. Discussing solutions in advance will provide us information on the structure of 
the solutions and whether the agencies believe that the structures address the core 
issues of the firm 

b. Will potentially give us more time to address agencies' issues 

c. Work with the agencies on ML 2 and be prepared to begin discussions of ML 3; 
key issue will be our confidence in pursuing these paths 

4 . Consider timing of execution of solutions 

a. How long do we wait to execute on solutions? 

b. Do we keep solutions as “last” alternative ~ but ready to execute? 
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c. Do we execute early to signal willingness/efforts to stabilize firm? 

Message to ratiii 2 a 2 enctes: 

■ Things have fundamentally changed; we are committed to (market stability and) 
stabilizing company to provide time to execute orderly disposition process, maintain 
franchise value, and pay back U.S. taxpayers 

■ We have worked with company to develop solutions to two largest problems in the 
company (Securities Lending and FP) 

c Demonstrated action with Securities Lending Program 

■ We have additional solutions to more permanently address SL and FP 

o We want your feedback on these solutions to get them “right” 

■ We are committed to maintaining financial strength at the operating subsidiaries in order 
to siippoit franchise value and avoid potential deterioration 

0 ML2 will resolve issues in the RMBS portfolio, giving cash to the insurance 
subsidiaries 

o Plan to convert HoldCo loan to sel^ted insurance subsidiaries into surplus, thus 
improving capital adequacy 

On a separate but linked track; 

■ Consider asking rating agencies what they are valuing in this economic environment; 
they are under enormous pressure to get it right this time and may find value in 
discussion of the broader economy with other smart people. This would facilitate 
everyone having better information. 


Week of: 

Company Actions 

FRBNY Actions 

October 13 

■ lOQ drafting 

■ Audit Committee Meetins 

■ Discuss ML 2 with firm 

• Open discussions with rating agencies on 
broader strategy; provide details on ML 2 

■ Solicit feedback, adjust recommended 

ML 2 options 

■ 

October 20 

• Press release drafting 

■ Audit Committee review 
of 100 

■ Business unit analyses 
conclude 

• Discuss broad aspects of f P solutions; 

provide some thinking on IvlL 3 structure 
» Solicit feedback, adjust ML options 
“ Discuss aspects of 

October 27 

■ PWC Concludes 

■ Final Audit Committee 
meeting 

■ Rating agency discussions 
on 3Q earnings 

- File lOQ on 10/30 

■ Investor call on 1 0/3 1 

• TFG meets with rating agency CEOs 
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Materials for 4pm meeting on ML ill 

AiTiy FSyim 


SI"ow 


Detei 5 


Timothy Geithner. Thwnas Baxter, 

Tenren<^ Checki. Christine Gumming, 

Michael ^Iva, Meg McConnell, Paut 
VWiynott, Jim Mahoney, Steven, Manzari, 

Amy Flynn 

10/26/2008 03.34 PM 


Please find atfaclied inalerials for the 4pni meeting m discuss Maiden Lane III. * * *Amy FiynnFederal Rescirc Banl: of New 


YorkOffice: 212-72()-6431Celt: 347-266-4820 


H. 


Slides for MS onMLlll 10-26-08,pptL!ii:il - 2008-10-25 MLNE i 


Structure v2.ppt 
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Potential Implications of AIG-FP failure 

1. AIG-FP Presents Substantial Risk to AIG Inc and Other AIG Subsidiaries: 

• AIG-FP (FP) contains substantia! market and credit risks: 

o Long $4 14bii in credit risk in CDS and bonds 

• $71bil long super senior tranches of mostly subprime CDOs via CDS 

• S34bil in losses impairing earnings, capital and liquidity- (due to collateral posted) 

• $7bil additional collateral required at downgrade to BBB+ 

• Counterparties obtain rights to terminate trades at BBB 

• $52bil long Corporate and Financial Institution credits via CDS 

• $2-40bil long European Corporate and Mortgage credit via CDS (reg cap arb trades) 

• $5 Ibil long cash securities in ABS, CLO, CDO. Corporate and Agency debt 
o Short gap risk in Hedge Funds and Credit - $4.6bil reference notional 

o $2tril notional derivative book with 33,000 trades including long tenn, complex, multi-factor 
optionality in equities, currencies, interest r^es and commodities 
o Stable Value Guarantees written on S35.7bil pension assets and $4bil of BOLI 
o Derivative counterparty to Municipalities in creating tax-exempt 2a7 paper 
0 GIC provider to Municipalities and Tax-Exempt entities (unwinding) 

0 Structured Note issuer - roughly S25bil - distributed both wholesale and retail 

• FP has non-trivia! relationships to the parent company and other AIG entities 

0 Large intercompany Payable - $56bil 

• FP payables to Other ATG Operating I Inits estimated $ i 85bii 

• No collateral arrangeraenis. 

• Sample: ILFC $695niil, MIP $441mi!. Sun Americas S240mil, AmerGen 
$225mil. 

0 Banque AIG - French regulated banking vehicle and key intermediary to clients on derivative 
trades (eg. Reg arb trades). Exposures back-to-back with FP - collateralized 

• => FP failure will transmit losses to parent AIG and other subsidiaries 

• Mitigation strategy is to collateralize FP payables to Other AIG Operating Units (does not 
address exposures to parent) 
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2. FP has Substantial Systemic Relationships with Financial Institutions: 

• Activities - Derivative counterparty and provider of CTedit protection. 

• Regulatory' Capita! Trades provide roughly $1 1 bii of capital relief to European banks 

o Protection written on $240bil of European Mortgages and Corporate Debt 

■ Mitigation Strategy - Europ^n central banks could recapitalize the banks for the 
capita! relief provided by these trades given the uncertainty of AlG’s ability to perform 
on the contracts 

• Derivative payables to Financial Institutions 

o $9, 27bil without collateral 
o $3 . 59bii after collateral 

• S4,6bil reference notional in CPPI notes and CPPI Gap Risk Insurance on hedge ftinds and credit 
portfolios 

• $4bil Stable Value Guarantee on BOLl 

• $34bil FP losses on CDS on subprime CDO - counterparty risk to FP mitigated by collateral posted 

• FP’s current derivative market access limited to CS, DB, BofA and RBS 

3. SPVs and Funds: 

• Activities - Derivative counterparty for hedging 

• Derivative payables to Staictiued Vehicles and Funds 

0 $2.14bi! without collateral and $2.09bil after collateral 
o FP failure may lead to further uinviiidiiig of SPVs and sale of assets 

• Significant replacement risk given stress in structured finance market 

• FP unrealized gains subject to subordination given rating downgrades 

4. Corporates - 

• Activities - Derivative counterparty and investor in structured notes. 

• Derivative Payables to Corporates; 

0 $3,04bil without collateral 
0 $2.52bjl after collateral 

• Sample Corporate Counterparty Exposures due from FP; 

0 HP $125mi!, EDF $107miL AXASn3mil, EADS $97mil, GE 575mi!, Canada Life $75mil, 
Daimler $74nii], , Dassault S192nii], 
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5. Retail and High Net Worth Investors: 

• Activities - Investors in Structured Notes and ETFs 

o Distributed through Financial Institutions to global inv^tor community. 

0 Wide range of structured returns ~ usually issued principal protected 
o Notes issued to all investors (including corporates) roughly $19bil 

• $2bil Commodity ETFs distributed to institutional and individual investors 

6. Centnal Banks, Municipalities and Supranationals: 

• Activities - 

o Gold leasing from Central Banks 

o GTC Issuer to Municipalities and Tax-F.xempt entities 

o Swap counterparty to Municipalities to create tax-exempt 2a7 paper 

• FP failure potentially impairs revenue sources and disrupts rinancing arrangements for 
Municipalities and Tax-Exempt entities 

o Derivative payables due from FP SI .20bil without collateral, $1 . 1 9bil with collateral 

• Sample Exposures 

0 Gold lease in executed on a collateralized and uncoilateralized basis 

■ FP derivative payables: Belgium $154mil, Swiss $88mil, Austria $86mii. 

0 Swap counterparty in Municipal market - $2.6bil notional 

■ FP derivative receivables of $335mil (with 23 counterparties) 

0 GICs largely repaid or collateralized in last month. $2 bii uncoilateralized exposure, 

7. Pension Plans: 

• Activities - Stable Value Guarantee (SVG) Provider and Hedge Counten^arty 

• Exposure: SVGwrap on 186 plans with total market value of $35.7bil, 

• Currently FP owes plans on withdrawal - estimated $1 .6bil (=SVG less Market Value) 

• FP failure potentially eliminates Sl.6bil in pension wealth 

• Risk mitigation potentially obtained via contract assignment 
0 Provide 40 year equity protection to two Austrian pension plans. 

• FP derivative receivable of SlOOmil; active assignment discussions underway 


CONFIDENTIAL 


FRBNY-T0WNS~R1-116162 



610 


DRAFT 10/30/2008 
AIG and Systemic Risk 

On September 16, 2008, the Board of Governors (Board), with the full 
support of the Secretary of the Treasury, authorized the Federal Reserve Bank of 
New York (FRBNY), pursuant to section 13(3) of the Federal Reserve Act, to 
establish a revolving credit facility for AIG under which FRBNY may lend up to 
an aggregate amount of S85 billion outstanding at any time. At tlie time the Board 
acted, the financial and credit markets were experiencing severe stress. This 
severe stress can be traced back to, among other things, the sharp and broad-based 
decline in home prices. That decline was the primary factor behind a substantial 
rise in mortgage delinquencies and defaults, especially on subprime mortgages, 
and the resxil theting substantial drop in values of mortgages as well as mortgage- 
backed securities and other instmments based on such assets. As a result of these 
and other factors, short-term funding markets had come under severe stress during 
the months prior to September 2008, with very high spreads between lending rates 
and the target federal funds rate and very illiquid trading conditions in term money 
markets. Those stresses intensified in late August and early September 2008, and 
these developments had led to a considerable impairment of a broad range of other 
financial markets. 

These events placed significant liquidity pressines on AIG in the period 
leading up to September 16, 2008, as declines in the prices of mortgage-related 
assets required AIG to post additional collateral in connection with its CDO and 
other mortgage-related derivative exposures and as AIG experienced difficulty in 
raising additional funding in the markets. Given AIG’s inability to obtain 
adequate credit accommodations from banking institutions or in the market, a 
downgrade of AIG’s credit rating, which was then under review by the major 
credit rating agencies, threatened to prompt a default by llie firm, partly by 
increasing the collateral calls on the institution. 

Many of the same factors that created substantial stress for AIG also 
contributed to the failure of Lehman Brothers Holdings, Inc. on September 15, 
2008. The markets, which were already fragile, were absorbing and adjusting to 
the failure of Lehman Brothers as these stresses bore down on AIG. 

Under these circumstances, the potential failure of AIG posed sigiiifieanl 
systemic risks. A default by AIG on its commercial paper would likely have 
caused a number of money market mutual funds to “break the buck,” potentially 
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triggering runs on those and other money fimds. Such a development could have 
significantly disrupted the market for commercial paper, undermining the ability of 
major financial and nonftnancial firms to obtain funding. The difficulties also 
could have spread to other important money markets, which were already under 
considerable stress. A default by AIG would have imposed a significant burden on 
its securities lending counterparties, who would have had to either fund or liquidate 
the securities they had borrowed from AIG in exchange for cash collateral. Large 
global banks had significant exposure to AIG on various credit facilities. In 
addition, many banks have purchased credit protection from AIG on CDS contracts 
that AIG had written to protect the banks against losses on super-senior asset- 
backed security (ABS) CDOs. Wliile AIG had posted collateral to cover most of 
its counterparties” exposures on these CDS contracts, some uncollaferalized 
exposure remained and a failure of AIG would have left the banks bearing the ri.sk 
of losses if the value of the ABS CDOs declined further. Moreover, a failure of 
AIG would cause the closeout of derivatives contracts in which it is a coimterpaity, 
and many firms would have found the contracts difficult to replace. 

More broadly, the disorderly failure of AIG would have undermined 
business and household confidence and increased investor risk aversion. These 
effects w'ould have contributed to substantially higher borrowing costs, reduced 
wealth, and materially weaker economic performance. 

In light of these and all other facts, the Board determined that, under the 
circumstances at the time, a disorderly failure of AIG could add to already 
significant levels of financial market fragility and lead to, among other things, 
substantially higher boirowing costs, reduced household wealth, and materially 
weaker economic performance. The authorized credit facility is intended to assist 
AIG in meeting its obligations as they come due and facilitate a process under 
which AIG will sell certain of its businesses in an orderly manner, with the least 
possible disniption to the overall economy. 
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DATE: November 6, 2008 

TO: Board of Governors SUBJECT: Proposed steps to 

stabilize American International 
FROM: Staff' Group, Inc. 

ACTION REQUESTED AND SUMMARY : Staff proposes that the 
Board authorize the Federal Reserve Bank of New York (“FRBNY”) to take 
several actions to prevent the imminent downgrade of the credit rating of 
American International Group, Inc. (“AIG”), help stabilize the company and 
its subsidiaries, mitigate the risks to the financial system that might 
otherwise occur from a downgrade of AIG, and protect the interests of the 
Federal Reserve, the Treasury Department ("Treasury") and taxpayers. 
These actions would be taken in conjunction with the purchase by the 
Treasury of $40 billion in newly issued Senior Preferred Stock from AIG 
under the Troubled Asset Relief Program established by the Emergency 
Economic Stabilization Act of 2008 ("EESA”).^ 

The proposal is substantially as discussed with Board members in 
briefings over the past week. Specifically, it is proposed that the Board 
authorize FRBNY to take the following actions to complement Treasury's 
investment — 

1. Restructure the current revolving credit facility authorized by the 
Board in September 2008 (the “September Facility") by (i) reducing 


’ Messrs. Alvarez, Ashton and Fallon and Ms. Allison (Legal Division); Messrs. 
Madigan and Clouse (Monetary Affairs); Ms. Bailey and Mr. Greenlee (Division of 
Banking Supervision and Regulation); and Mr. Gibson (Division of Research and 
Statistics). 

^ The current draft term sheet for Treasury’s proposed $40 billion preferred stock 
investment is attached as Appendix A. This investment would be in addition to the 
preferred stock (which is convertible into 79.9 percent of AIG’s common shares) that 
will be issued to a trust for Treasury’s benefit as a result of the Federal Reserve’s 
$85 billion loan to AIG. 
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its maximum amount to $60 billion from $85 billion, (ii) extending 
the maturity of the facility from two to five years, (iii) reducing the 
rate payable on drawn amounts from LIBOR plus 850 basis points to 
LIBOR plus 300 basis points, and (iv) reducing the fee payable on 
undrawn but available amounts from 850 basis points to 75 basis 
points; 

2. Extend up to $22.5 billion in secured, non-recourse credit under 
section 13(3) to a new limited liability company (“Maiden Lane II”) 
for the purpose of partially funding the acquisition by Maiden Lane II 
from AIG of approximately $23.5 billion (market value) in residential 
mortgage-backed securities (“RMBS”) purchased by AIG with the 
cash collateral received through the securities lending operations of 
AIG’s regulated insurance subsidiaries. This new facility would 
eliminate the need for the $37.8 billion securities borrowing facility 
authorized by the Board for AIG on October 6, 2008 (the “Securities 
Borrowing Facility”) and this facility would be wound down and 
terminated; and 

3. Extend up to $30 billion in secured, non-recourse credit under 
section 13(3) to a separate, newly formed limited liability company 
(“Maiden Lane III”) for the purpose of partially funding tlie 
acquisition by Maiden Lane III from the current counteiparties of 
AIG’s Financial Products business unit (“AIGFP”) of up to 

$35 billion (market value) in multi-sector collateralized debt 
obligations (“CDOs”) currently protected by credit default swaps 
(“CDS”) written by AIGFP. 

It is anticipated that these actions, if approved, and Treasury’s investment 
would be publicly announced before the U.S. markets open on Monday, 
November 10, 2008, contemporaneously with AIG’s release of its earnings 
for the third quarter of 2008. 

The loans to Maiden Lane II and III would remove from AIG’s 
balance sheet certain assets and exposures that have caused substantial 
liquidity drains on the company and generated significant losses that have 
eroded AIG’s capital base. These special purpose vehicles, like the similar 
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Maiden Lane structure used to facilitate the acquisition of Bear Stearns & 
Companies, Inc., likely would be consolidated on the balance sheet of 
FRBNY, and the assets so consolidated would be subject to certain mark-to- 
market volatility. Importantly, AIG would retain a first loss position in both 
Maiden Lane 11 and III, and the FRBNY would have a first lien on all of the 
assets of these entities to secure its senior loans to the entities. In addition, 
based on estimates prepared by BlackRock, which is serving as financial 
advisor to the Federal Reserve, it is expected that the assets of each entity 
will provide sufficient cash flows to repay FRBNY in full over time even 
under very stressed scenarios, because the intrinsic values of these assets are 
estimated by BlackRock to be greater than their current market values. 

Because the extension of credit to Maiden Lane 11 would eliminate the 
need for the $37.8 Securities Borrowing Facility, the proposed actions 
described above would reduce the aggregate amount of Federal Reserve 
credit targeted to assist AIG from a current maximum of $122.8 billion to a 
maximum of $ 1 1 2 .5 billion.^ 

BACKGROUND : 

During the past few weeks, the major credit rating agencies (S&P, 
Moody’s, Fitch and A.M. Best) have conducted a review of the credit ratings 
assigned to AIG’s senior unsecured debt and insurance company 


^ Certain eligible subsidiaries of AIG also have sold highly rated commercial paper to 
the Commercial Paper Funding Facility (“CPFP’) and this lending is expected to 
continue under the CPFF so long as the paper of the subsidiaries continues to meet the 
eligibility requirements of the facility. AIG has reported that the maximum aggregate 
amount of commercial paper that its subsidiaries may sell to the CPFF under the 
terms of the program is approximately $20.9 billion. AIG also has stated that the 
proceeds received through the sale of commercial paper to the CPFF will be used to 
refinance AIG’s outstanding commercial paper as it matures, meet other working 
capital needs, and make voluntary prepayments on the September Facility. 
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subsidiaries/ During this review, the rating agencies expressed significant 
concerns with several aspects of AlG’s capital structure, financial exposures 
and operations. In particular, the agencies have indicated that — 

• The firm’s current leverage is significantly higher than that generally 
considered acceptable by the agencies to maintain an A or better debt 
rating/ 

• The size of the September Facility creates significant structural 
subordination of AIG’s senior, unsecured debt; 

• The current interest rates payable on the September Facility may be 
unsustainable by the company and significantly weaken the 
company’s interest coverage ratio, whicli is a key metric used by the 
rating agencies; 

• The company will have difficulty in obtaining sufficient value from 
its planned divestitures to repay the September Facility in full by 
September 2010 (the current maturity date of this facility) because of 
the ongoing strains in the financial markets and the recent declines in 
the share prices of other large insurance firms, who are the natural 
buyers for most of AIG’s principal subsidiaries; and 

• The company remains subject to further liquidity and capital 
depletion from the CDS exposures held by AIGFP and the potential 
for further write-downs on the portfolio of RMBS acquired with the 
proceeds of the securities lending program of AIG’s regulated 
insurance subsidiaries. 

In addition, AIG recently disclosed to the credit rating agenciCvS the firm’s 
earnings for the quarter ending September 30, 2008. AIG currently expects 


* Currently, AIG’s senior debt is rated A- by S&P, A3 by Moody’s, and A by Fitch. 
A.M Best has assigned AIG a financial strength rating of A. 

^ For property and casualty/life insurance firms, the rating agencies’ guidelines 
generally permit an A rated firm to have an adjusted leverage ratio (excluding AOCl) 
of up to 30 to 40 percent (Moody’s) or 25 to 35 percent (S&P). AIG’s adjusted 
leverage ratios under Moody’s and S&P’s guidelines were 58 percent and 54 percent, 
respectively, as of September 30, 2008. 
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to announce on Monday, November 1 0, 2008, losses of approximately 
$23 billion for the third quarter, an amount that is significantly above analyst 
loss estimates for the company. 

These and other factors likely w'ould cause the credit rating agencies 
to downgrade the senior unsecured debt of AIG to BBB or below shortly 
after ATG’s earnings announcement. A downgrade of AiG’s senior 
unsecured debt would pose significant new liquidity problems for AIG and 
likely would adversely impact the ratings, value and operations of the 
company’s principal insurance subsidiaries.* For example, it is estimated 
that a downgrade to BBB would require an additional $42 billion in liquidity 
to meet collateral calls and termination events on the exposures held by 
AIGFP alone. The liquidity pressures resulting from a downgrade could 
well lead to the insolvency and bankruptcy of AIG. Appendix B provides 
additional information concerning the potential consequences of an AIG 
bankruptcy on the financial markets. A bankruptcy by AIG also likely 
would significantly reduce the value of AIG’s assets, including the stock of 
its regulated insurance subsidiaries, which currently serve as collateral for 
the September Facility. 

DI.SCUSSION OF PROPO.SED ACTIONS . 

Staff proposes that the Board authorize several actions in conjunction 
with the Treasury to help (i) stabilize AIG and its subsidiaries, (ii) mitigate 
the risks to the financial system that might otherwise occur from such a 
downgrade, and (iii) protect the interests of the Federal Reserve, the 
Treasury and taxpayers. These actions would preserve the value of the 


* The rating agencies have policies that typically limit the extent to which a 
subsidiary’s rating may differ from the rating of its parent. 
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company’s assets and subsidiaries and provide the company additional time 
to realize such value through the orderly sale of assets. 

importantly, S&P, Moody’s and Fitch each have indicated that it will 
retain its current rating on AIG’s senior unsecured debt, and A.M. Best will 
retain its current financial strength rating for AIG, if the complete package 
of proposals is authorized and executed. S&P and Moody’s have indicated 
that they will keep AIG’s ratings on a short-term “negative watch,” and will 
be looking for the company to make progress in the short-term on asset sales 
and the wind down of AIGFP’s general businesses, as well as in retaining 
insurance business at its regulated subsidiaries. Fitch has indicated that it 
will adopt a “stable outlook” for the company. Finally, A.M. Best has 
indicated that it will move AIG from its equivalent of “negative watch” to 
“negative outlook.” 

The proposed actions require approval under section 1 3(3) of the 
Federal Reserve Act, which generally requires the affirmative vote of at least 
five Board members. The Board may authorize a discount’ to an individual, 
partnership or corporation under section 1 3(3) only if (i) the Board finds that 
“unusual and exigent circumstances” exist; (iii) the lending Reserve Bank 
obtains evidence that the borrower is unable to secure adequate credit 
accommodations from other banking institutions; and (iii) the notes are 
indorsed or otherwise secured to the satisfaction of the Reserve Bank. 

^ The Board has long held that a “discount” of a note under section 13(3) includes a 
broad range of transactions, including a simple advance to the counterparty on a note 
newly issued or made by the counterparty and a purchase of one or more third-party 
notes held by the counterparty. Moreover, even if the facilities provided to Maiden 
Lane 11 and III were characterized as an acquisition by FRBNY of the assets of these 
vehicles, the loans would still be a “discount” of notes of an individual, partnership or 
corporation permitted under section 13(3) because the assets of these limited liability 
companies will consist exclusively of third-party secured notes (RMBS and CDOs) 
that are eligible for discount under section 13(3). 
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As discussed in previous memoranda, the Board has substantia! 
flexibility in assessing whether “unusual and exigent circumstances” exist. 

In authorizing the $85 billion September Facility, the Board found that the 
disorderly potential failure of AIG posed significant systemic consequences 
in light of fragile market conditions. As explained in Appendix B, the 
systemic consequences of an AIG bankruptcy have decreased somewhat 
since September, but still remain significant. Moreover, available evidence 
indicates that AIG remains unable to secure adequate credit accommodations 
from other banking institutions and that AIG and other entities, including the 
proposed Maiden Lane II and III .special purpose vehicles, are unable to 
secure adequate credit accommodations from other banking institutions to 
finance the types of RMBS and multi-sector CDOs that are the subject of the 
proposed Maiden Lane facilities. 

The proposed restructuring would improve the likelihood that the 
Federal Reserve will be fully secured and repaid on the September Facility. 
In addition, FRBNY’s new advances to Maiden I,ane 11 and 111 would be 
secured by the assets of these entities (which would exceed the amount of 
FRBNY’s advances) and would be protected by a first loss position of AIG 
that is estimated to fuliy protect repayment of the FRBNY’s senior note over 
time even under very stressed environments. For these reasons, the 
proposed Board actions are legally permissible under section 13(3) of the 
Federal Reserve Act. 

A. Restructuring of the .$85 Billion September Facility 

Currently, all advances made under the September Facility, including 
accrued and unpaid interest and fees, must be repaid in full by AIG no later 
than September 22, 2010. In addition, advances under the facility bear 
interest at a rate equal to 3-month LIBOR plus 850 basis points, payable 
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quarterly. AIG also is obligated to pay an ongoing commitment fee each 
quarter equal to 850 basis points of the average undrawn amount available 
under the September Facility during the preceding quarter. Interest and the 
initial and ongoing commitment fees generally are payable through an 
increase in the outstanding balance of the Credit Facility, with interest 
thereafter accruing on such balances at the rate of 3-month LIBOR plus 
850 basis points. As of November 5, 2008, AIG had approximately 
$61 billion in advances and fees outstanding under the September Facility. 

As noted above, Treasury proposes to acquire $40 billion in newly 
issued Senior Preferred Stock of AIG. In connection with Treasury’s 
investment, the terms of the September Facility would be modified to — 

• Extend the maturity of the loan to five years (Fe., until September 22, 
2013); 

• Reduce the maximum amount available under the facility from 
$85 billion to $60 billion upon the acquisition of the Senior Preferred 
Stock by Treasury; 

• Reduce the interest rate payable on outstanding advances to 3-month 
LIBOR plus 300 basis points; and 

• Reduce the ongoing commitment fee on undrawn amounts to 75 basis 
points. 

These modifications will help address the leverage and interest 
coverage ratio concerns of the credit rating agencies and are more consistent 
with the stabilized condition and prospects of the company following 
completion of the proposed package of actions. In addition, these 
modifications, including in particular the term extension, should improve the 
likelihood that AIG will be able to repay advances under the facility by 
providing AIG additional time to execute its large and global divesture 

8 


CONFIDENTIAL 


FRBNY - TOI^NS -R1 - 2 1 0 5 9 8 



620 


program, which is the primary' source of funding for repayment of the 
facility.* 

importantiy, other material terms of the September Facility would 
remain unchanged. For example, the facility would still be secured by 
AIG’s pledge or commitment to pledge substantially all of its assets and the 
assets of its primary non-regulated subsidiaries, including all of AIG’s 
ownership interest in its regulated U.S. subsidiaries and 66 percent of AIG’s 
ownership interest in its regulated foreign subsidiaries.^ In addition, AIG’s 
obligations under the September Facility would continue to be guaranteed by 
each of the company’s domestic, non-regulated subsidiaries that have more 
than $50 million in assets. Moreover, the amended Credit Agreement would 
continue to include provisions designed to ensure that the proceeds of any 
asset sales to be conducted by AIG are used to permanently repay any 
outstanding balances under the September Facility.'*^ 

B. Maiden Lane II Loan 

Certain of AIG’s regulated insurance subsidiaries conduct a securities 
lending program under which the subsidiaries lend out investment grade 
securities in exchange for cash collateral. AIG used the cash collateral 
obtained through these securities lending transactions to purchase 
approximately $48.9 billion par value ($31.2 market value) of RMBS and 
commercial mortgage-backed securities (“CMBS”). AIG has experienced 

* The Credit Agreement also would be modified to allow AIG to pay dividends on 
the Preferred Stock acquired by Treasury. 

’ Due to certain restrictions in AIG’s certificate of incorporation, certain assets that 
AIG has agreed to pledge to secure the facility will not be formally pledged until AIG 
receives shareholder approval at an upcoming meeting to amend these restrictions in 
its charter. AIG would incur adverse tax consequences if it were to pledge more than 
66 percent of its ownership interest in its regulated foreign subsidiaries. 

The terms of the new Treasury Preferred Stock also would prohibit any 
redemptions of such stock by AIG until the modified September Facility is fully paid. 
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significant liquidity pressures as its securities lending counterparties have 
pulled away from the company. On October 6, 2008, the Board authorized 
the creation of the $37.8 billion Securities Borrowing Facility for AIG to 
address the immediate liquidity needs caused by the ongoing withdrawal of 
AIG’s securities lending counterparties.*’ 

AIG, however, remains exposed to further declines in the value of the 
securities in the reinvestment portfolio, particularly the RMBS securities 
(appro.ximately $39.6 billion par value) that primarily compose this 
portfolio. This exposure puts ongoing stress on the liquidity and capital of 
AIG and weakens the company. It also is of concern to the rating agencies. 
AIG already has experienced approximately $16.1 billion in mark-to-market 
losses on these RMBS (as of September 30, 2008) and the market for these 
securities currently is illiquid. To address these concerns, it is proposed that 
AIG sell ail of the RMBS in the reinvestment portfolio to a new limited 
liability company, Maiden Lane II, that would be established solely for the 
purpose of holding these assets. 

Under the proposal, AIG would provide $1 billion in equity to Maiden 
Lane II in the form of a subordinated loan, and FRBNY would extend up to 
$22.5 billion in senior credit on a non-recourse basis to the limited liability 
company under section 13(3). The senior loan from FRBNY would have a 
maturity of six years, subject to extension by the Reserve Bank. The 
aggregate proceeds of the subordinated and senior notes would be used to 
purchase the RMBS portfolio from AIG at the market value of the RMBS as 
of October 31 , 2008, as determined in consultation with BlackRock, which 


’ ’ This facility essentially permitted FRBNY to replace all of AIG*s existing 
securities lending counterparties if necessary. As of November 5, 2008, 
approximately S20 billion was outstanding under this facility. 
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is advising the Federal Reserve. The market value of the RMBS was 
$23.5 billion as of September 30, 2008, based on AIG’s marks. It is 
expected that the October 31 marks will be lower, which will reduce the size 
of the senior loan from FRBNY on a dollar-for-doilar basis. AIG’s 
subordinated equity position ($l billion) in Maiden Lane II was sized to 
fully protect FRBNY’s senior note while also limiting the immediate and 
potential future cash drains on AIG from its retained position in the RMBS 
portfolio. 

in addition to reducing the strain on AIG from its RMBS exposures, 
the Maiden Lane II facility would eliminate the need for the $37.8 billion 
Securities Borrowing Facility. Accordingly, this existing facility would be 
wound down and terminated, primarily through the use of the proceeds from 
the Maiden Lane II facility to close out securities borrowing transactions as 
they come due.^" 

The senior financing provided by the FRBNY would earn interest at a 
rate of 1-month LIBOR plus 100 basis points and all incoming cash flows 
would be applied to the senior debt until principal and interest on the note is 
fully paid (expected to occur between 2014 and 2019 under the scenarios 
modeled by BlackRock). AIG’s subordinated first loss position in Maiden 
Lane II would accrue interest at a rate of I-month LIBOR plus 300 basis 
points, but AIG will receive no cash payments until the principal and interest 
on the senior debt is fully repaid. After both the senior debt position and 
AIG’s subordinated position are ftilly repaid, any residual returns will be 

To fully wind down the Securities Borrowing Facility, AIG must receive approval 
from the relevant insurance authorities to have the insurance subsidiaries participating 
in the securities lending program purchase the approximately S9.3 billion par value 
(S6 billion market value) of CMBS remaining in the reinvestment portfolio. AIG 
expects to be able to receive such approvals promptly once the package of proposed 
actions is announced. 
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apportioned 5/6'^ to FRBNY and 1/6'** to AIG. Although the rating agencies 
have expressed concern about AIG’s continuing downside exposure to the 
RMBS, the rating agencies also have indicated that they believe it is 
important for the company retain some upside in the portfolio, which is why 
AIG would share some portion of the residual cash flows. 

It is expected that Maiden Lane II would be consolidated on the 
balance sheet of FRBNY. A financial advisor would be hired by FRBNY to 
manage Maiden Lane TI’s assets with a view toward maximizing repayment 
of its obligations with minimum disruption to the financial markets. 

The FRBNY loan would be secured by the entire portfolio of RMBS 
acquired by Maiden Lane II (including the proceeds of any sale or 
repayment at maturity of such assets) and these RMBS are in turn secured by 
interests in residential mortgages.*^ The RMBS are backed primarily by 
subprime and Alt-A residential mortgages and are primarily rated AAA 
(47.1 percent), although approximately 15 percent of the portfolio is rated 
lower than BBB or not rated.^*' Because the estimated intrinsic values of the 
RMBS are greater than current market values, BlackRock projects that, even 
under very stressed scenarios, the FRBNY senior financing would be repaid 
over time. However, because the market values of these assets are volatile 


Section 110 of the Emergency Economic Stabilization Act requires that the Board 
implement a plan to maximize assistance to homeowners and reduce foreclosures 
with respect to residential mortgages and RMBS owmed or controlled by a Reserve 
Bank. These provisions, however, do not apply to mortgages or RMBS (i) held as 
collateral for a discount window loan that i.s not in default, or (ii) acquired in open 
market operations. Accordingly, these provisions would not apply to the residential 
mortgage-related a.ssets to be acquired by Maiden Lane 11 or III unless and until the 
FRBNY’s loans to such entities were in default. Federal Reserve staff currently are 
drafting foreclo.sure mitigation policies that would meet the requirements of 
section 1 10 if triggered. 

'* These data are based on the lowest rating given by any of the three major rating 
agencies to the assets. 
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and would be reflected on the balance sheet of FRBNY, it is estimated that 
the transaction would result in approximately $1.5 to $2.6 billion in 
quarterly mark-to-market volatility on FRBNY’s balance sheet at least in the 
short run. 

C. Maiden Lane III Loan 

One of the greatest strains on AIG arises from the derivative 
exposures of AIGFP and, in particular, the exposures arising from 
approximately 140 CDS contracts written by AIGFP on mortgage-related 
multi-sector CDOs with about 20 financial institution counterparties. 

Under the CDS, AIG has provided counterparties with credit protection on 
specific CDOs (the “reference securities”)- In particular, AIG has agreed to 
purchase the reference security at par in the event of a credit event (e.g., a 
downgrade or default) during the term of the CDS. In return, AIG receives 
an upfront or periodic fee from the counterparty. 

The total notional amount of the multi-sector CDOs on which AIGFP 
had written credit protection is approximately $65 billion. As the mark-to- 
market value of the CDOs has declined, AIG has been required to post 
collateral with the counterparties to secure its payment in the event of a 
credit event and has incurred fair value losses on the CDS derivatives based 
on such assets. As of October 24, AIG had posted approximately 
$30.3 billion in collateral with its multi-sector CDO counterparties. Further 
declines in the market value of the reference CDOs would require AIG to 
provide additional collateral to the counterparties, creating a significant 


‘ ^ The data in this section excludes one relatively small ($1 .8 billion) CDS exposure 
on a synthetic multi-sector CDO that would be excluded from the Maiden Lane HI 
facility for operational and legal reasons. 
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potential liquidity drain on the company and additional fair value losses for 
the company. 

To address these concerns, a proposed credit facility has been 
developed to substantially reduce AIG’s exposure to the multi-sector CDOs, 
which has been the single greatest source of losses for AIGFP. In order to 
implement this facility, AIG's multi-sector CDO counterparties must first 
agree to “tear up” their CDS contract with AIGFP. In return for doing so, 
AIG would agree to purchase from the counterparty the CDO reference asset 
underlying the CDS at par, less a concession amount to be negotiated with 
the counterparty.^^ The CDOs acquired by AIGFP would then be sold to 
Maiden Lane III, a separate limited liability company established for the sole 
purpose of holding these CDOs. 

The funding for AIGFP’s purchases of the CDOs from the 
counterparties would come from two sources. First, the counterparties 
would retain the cash collateral that AIGFP had already posted with respect 
to the CDS (approximately $30.3 billion). If necessary, AIGFP would 
provide additional collateral (that also would be retained by the 
counterparty) to bring the collateral amount in line with a mutually agreed 
market value of the CDOs on or near the tear up date. The amount of 
additional collateral that AIGFP will need to post through this process 
currently is estimated to be in the range of $4 billion to $6 billion. 


Certain counterparties may not own the CDOs underlying the CDS, in which case 
the counterparty would have to obtain the CDO reference asset (or a CDO with 
substantially similar characteristics) to engage in the tear up process and receive 
funding from tlie Maiden Lane III facility. 
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The remaining cash needed to fund the purchase'^ of the CDOs by 
AIGFP would come from Maiden Lane III. AIG would provide $5 billion in 
equity to Maiden Lane Tit in the form of a subordinated loan. The FRBNY 
would make a non-recourse senior loan to Maiden Lane III of up to 
$30 billion under section 13(3).'* AIGFP would immediately transfer the 
CDOs purchased to Maiden Lane III, effectively completing the purchase of 
the CDOs by Maiden Lane III at their then current market value. The CDOs 
would then collateralize the loan from FRBNY. These transactions may 
take place at different times with different counterparties, with the amount of 
the senior note increasing over time as the transactions with additional 
counterparties are consummated. 

It is expected that Maiden Lane III would be consolidated on the 
balance sheet of FRBNY. A financial advisor would be hired by FRBNY to 
manage Maiden Lane Ill’s assets with a view toward maximizing repayment 
of its obligations with minimum disruption to the financial markets. 

Like the proposed Maiden Lane II loan, the interest rate on the 
FRBNY loan to Maiden Lane III would be 1 -month LIBOR plus 100 basis 
points and the rate on the AIG subordinated loan would be 1-month LIBOR 
plus 300 basis points. All cash flow's from the CDO assets would be applied 
first to the senior note until principal and interest on the note was paid in full 


Remaining amount = S65 billion par value of CDOs less $30.3 billion posted 
collateral less the additional collateral to be posted by AIGFP any concession 
obtained from the counterparty. 

The $30 billion is the maximum mnount of senior financing that would be provided 
by FRBNY to Maiden Lane III and would be reduced by the estimated $4 billion to 
$6 billion of additional collateral that AIGFP will have to post prior to the tear up of 
the CDS as well as any concessions obtained from the counterparties. In addition, 
some of AIGFP’s counterparties may elect not to participate in the tear up process and 
others representing smaller exposures may be excluded from the process for technical 
or operational reasons. 
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(expected to be between October 2013 and July 2014 under the scenarios 
modeled by BlackRock), and would then be applied to the junior note until it 
was repaid in full. Any residual cash flows would be divided between 
FRBNY (67 percent) and AiGFP (33 percent). The FRBNY’s senior loan 
would have a maturity of six years, subject to extension by the FRBNY. 

AIG’s equity position in Maiden Lane III ($5 billion) again was sized 
to fully protect the FRBNY’s senior position under a variety of stress 
scenarios, while limiting the continuing downside exposure of AIG to the 
multi-sector CDOs, a significant concern of the rating agencies. The 
residual interest split also was designed to address a concern expressed by 
the rating agencies — that AIG receive a fair return for the risk taken on its 
equity contribution and have some opportunity to share in the upside of 
these currently distressed assets. 

The primary assets backing the CDOs are residential mortgages 
(52 percent subprime and Alt-A U.S. RMBS by dollar amount), with the 
remaining assets composed of CMBS (18 percent), prime or agency- 
guaranteed mortgage-backed securities (17 percent), other CDOs 
(10 percent) and other asset-backed securities (2 percent). Ratings on these 
assets are distributed from Aaa (36 percent) to below Baa3 (18 percent), 
with approximately 90 percent of the underlying collateral having been 
originated between 2004 and 2007. 

Cash flow projections prepared by BlackRock indicate that, even in 
relatively extreme stress scenarios, the FRBNY’s senior note is likely to be 
repaid in full over time. However, because the market values of these assets 
are volatile and would be reflected on the balance sheet of FRBNY, it is 
estimated that the transaction would result in approximately $3.2 to 
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S4.0 billion in quarterly mark-to-market volatility on FRBNY’s balance 
sheet at least in the short run, 


Attachments 
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APPENDIX A: 


TARP Capital Purchase Program 
Senior Preferred Stock 
Summary of Senior Preferred Terms 


issuer, 
initial Holder: 
Size: 
Security: 


Ranking; 


Term; 

Dividend: 


Redemption: 


Restrictions on 
Dividends; 


American International Group, Inc. (“AIG”). 

United States Deparhnentof ttie Treasury (the "UST"). 

$40 Billion aggregate liqiadation preference. 

Senior Preferred, liquidation preference $10,000 per share; 
provided that UST may, upon transfer of the Senior Preferred, 
require AIG to appdnt a depositary to hold the Senior Preferred 
and issue depositary receipts. 

S^ior to common stock and pari passu with existing preferred 
shares other than preferred shares which by their terms rank 
junior to the Senior Preferred. At the meeting of stockholders 
called to effect the amendments to AIG's Restated Certificate of 
Incorporation contemplated by the terms of the convertible 
preferred stock. AIG shall propose amendment to its Restated 
Certificate of Incorporation to allow the Senior Preferred to rank 
senior to the convertible preferred stock. 

Perpetual life. 

The Senior Preferred will accrue cumulative dividends at a rate 
of 9% per annum. Dividends will be payable quarterly in arrears 
on [ ], [ ), ( } and { } of each year. 

Dividends will be payable when, as and If declared by the Board 
of Directors of AIG. Accrued but unpaid dividends shall 
compound quarterly. 

Senior Preferred may be redeemed, in whole or In part, at any 
time and from time to time, at the option of AIG to the extent the 
senior secured revolving credit facility governed by the Credit 
Agreement dated as of September 22, 2008 (the "Credit 
Agreement") between AIG and the Federal Reserve Bank of New 
York (“FRBNY") is terminated. 

All redemptions of the Senior Preferred shall be at 100% of its 
issue price, plus an amount equal to acxirued and unpaid 
dividends {including, if applicable, dividends on such amount). 


Subject to certain exceptions, for as long as any Senior Preferred 
is outstanding, no dividends may be declared or paid on junior 
preferred shares, preferred shares ranking pari passu with the 
Senior Preferred ("Parity Stock'), or common shares (other than 
(i) in the case of pari passu preferred shares, dividends on a pro 
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rata basis with the Senior Preferred and (il) in the case of junior 
preferred shares, dividends payable soJeJy in common shares), 
nor may AtG repurchase or redeem any junior preferred shares, 
preferred shares ranking pari passu with the Senior Preferred or 
common shares, unless ail accrued and unpaid dividends for ait 
past dividend periods on the Senior Preferred are fully paid or 
declared and a sum sufficient fts" the payment thereof set apart. 

Common dividends: The USTs consent shall be required for any increase in common 
dividends per share until tiie fifth anniversary of the dale of this 
investment unless prior to such fifth anniversary the Senior 
Preferred is redeemed in whole or the UST has transferred all of 
the Senior Preferred to thiid parties. 

Repurchases: The USTs consent shall be required for repurchases of any 

common shares, other capital stock, tixjst preferred securities or 
other equity securities (ottier than (i) repurchases of the Senior 
Preferred, (ii) repurchases of junior preferred shares or common 
sh^es (‘Junior Stock") in connection with the administration of 
any employee benefit plan in tiie ordinary course of business and 
consistent with past practice (including purchases to offset share 
dilution pursuant to a publicly announced repurchase plan), (iii) 
any redemption or repurdnase of rights pursuant to any 
stockhoWers' rights plan and (iv) the exchange or conversion of 
Junior Stock for or into other Junior Stock or of Parity Stock or 
trust preferred securities for or into other Parity Stock (with the 
same or lesser aggregate liquidation amount) or Junior Stock, in 
each case, sdeiy to the extent required pursuant to binding 
contractual agreements entered into prior to the signing date of 
UST's agreement to purchase the Senior Preferred or any 
subsequent agreement for the accelerated exercise, settlement 
or exchange thereof for common stock), until the fifth anniversary 
of the date of this inveslment unless prior to such fifth 
anniversary the Senior Preferred is redeemed in whole or the 
UST has transferred all of the Senior Preferred to third parties. 

Voting rights: The Senior Preferred shall be non-voting, other than class voting 

rights on (i) any authorization or issuance of shares ranking 
senior or pari passu to the Senior Preferred, (ii) any amendment 
that adversely affects (he rights of Senior Preferred, or (iii) any 
merger, exchange or similar transaction unless the Senior 
Preferred remains outstanding or is converted into or exchanged 
for preference securities of the surviving or resulting entity or its 
ufttmale parent and the Senior Preferred or such preference 
shares have such rights, preferences, privileges and voting 
powers, and limitations and restiictions thereof, taken as a 
whole, as are not materially less favorable to the holders thereof 
than those of the Senior Preferred immediately prior to such 
transaction, taken as a whole. 

If dividends on the Senior Preferred are not paid in full for four 
dividend periods, whether or not consecutive, the Senior 
Preferred will have the right to elect the greater of 2 directors and 
a number of directors (rounded upward) equal to 20% of the total 
number of directors after gMng effect to such election The right 
to elect directors will end when full dividends have been paid for 
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all past dividend periods. 

Transferability: The Senior Prefeired will not te sut^ect to any contractual 

restrictions on transfer other ttian such as are necessary to 
insure compliance with U.S. federal and state securities laws. 
A!G will file a registration ^temerrt (which may be a shelf 
registration statement) revering the Senior Preferred as promptly 
as practicabte. but in any event wittiin 15 days, after notification 
by UST and, if necessary, shall take all action required to cause 
such regisfrafion statement to be declared effective as soon as 
possible. During any period tfiat an effective registration 
statement is not available for the resale by AIG of the Senior 
Preferred, AIG will also grant to the UST piggyback registration 
rights for the Senior Preferred and will take such other steps as 
may be reasonably r^uested to facililate the transfer of the 
Senior Preferred including, if requested by the UST. using 
reasonable best efforts to Pst the Senior Preferred on a national 
securilies exchange. If requested by the UST, AIG wii! appoint a 
depositary to hold the Senior Preferred and issue depositary 
receipts. 

Claim in 

Bankruptcy: Equity claim with liquidation preference to common equity claim. 

Acceleration 

Rights; None 

Use of Proceeds: To repay the senior secured revolving credit facility governed by 

the Credit Agreement. 

Tax Treatment: Dividends on the Senior Preferred are non tax-deductible to AIG, 


AIG Shall continue to maintain and implement its comprehensive 
written policy on corporate expenses and distribute such policy to 
all AIG employees. Such policy, as may be amended from time 
to time, shall remain in effect at least until such time as any of 
the shares of the Senior Preferred are owned by UST, Any 
material amendments to such policy shai! require the prior written 
consent of UST until such time as UST no longer owns any 
shares of Senior Preferred, and any material deviations from 
such policy, whether irr contravention thereof or pursuant to 
waivers provided for thereunder, shall promptly be reported to 
UST. Such policy shall, at a minimum: (i) require compliance 
with all applicable law; (ii) apply to AIG and all of its subsidiaries; 
(iii) govern (a) toe hosting, sponsorship or other payment for 
conferences and events, (b) the use of corporate aircraft, (c) 
travel accommodations and expenditures, (d) consulting 
afrangements with outside service providers, (e) any new lease 
or acquisition of real estate, (f) expenses relating to office or 
facility renovations or relocations and (g) expenses relating to 
entertainment or holiday parties; and (iv) provide for (a) internal 
reporting and oversight and (b) mechanisms for addressing non- 
comptiance with toe policy. 

Restrictions on 

Lobbying: AIG shall continue to maintain and implement its comprehensive 
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written policy wi lotAying, govemmentaJ ethics and political 
acfivity and distribute such policy to ati AIG employees and 
lobbying firms invc^ed in any such activity. Such policy, as may 
be amended from time to thne. shaii remain in effect at least until 
such time as any of toe shares of the Senior Preferred are 
owned by UST. Any material amendments to such policy shall 
require the prior written consent of UST until such time as UST 
no longer owns any shares of Senior Preferred, and any materia! 
deviations frwn such polir^, whether in contravention thereof or 
pursuant lo waivers provic^ for thereunder, shall promptly be 
reported to UST. Such policy shall, at a minimum: (1) require 
compliance with all appitoabte law; (ii) apply to A!G and ail of its 
subsidiaries and affUiated foundations; (ill) govern (a) the 
proxrision of items of value to any government offcials, (b) 
lobbying and (c) political acttvifies and contributions; and (iv) 
provide for (a) Interna! reporting and oversight and (b) 
mechanisms for addresang non-compliance with the policy. 

Reporting; Except as otherwise agreed [and subject to UST entering into a 

customary confidentiality agreement}, AIG shall provide UST (i) 
the information required to be provided by AIG to the FRBNY 
pursuant to Section 5.04 of toe Credit Agreement and (ii) the 
notices required Section 5.05 of the Credit Agreement, in 
each case within the time periods for delivery thereof specified in 
toe Credit Agreement; provided that as of the time that the senior 
secured revolving credit facility governed by the Credit 
Agreement is repaid in full such informational and notice 
requirements as are provided in Section 5.04 and Section 5.05 of 
the Credit Agreement shall remain in full force and effect until 
such time as UST no longer owns any shares of Senior 
Preferred. In addition, AIG shall promptly provide UST such other 
infoimation and notices as UST may reasonably request from 
time to time. 


Executive 

Compensation: [To Be Added - This will cover all of the provisions of TARP plus 

such additional limitations with respect to severance, bonuses 
and senior executive compensation for Systemically Significant 
Financial Institutions as may be reasonably requested by UST 
within [45] days of the date of this investment.] 


Risk Management 

Committee; AIG shall establish, within (30j days of the issuance of the Senior 

Preferred, and maintain, at least until UST ceases to own any 
shares of the Senior Preferred, a risk management committee of 
toe Board of Directors that will seek to identity the major risks 
involved in AIG’s business operations and review toe quality of 
AIG's actions to mitigate and manage those risks. 
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APPENDIX B: 


Systemic risks of ATG’ 
November 3, 2008 


Introduction 


In this memo, I discuss the possible systemic risks from a failure of AIG. Tlie 
particular scenario considered is a bankruptcy filing by AIG, Inc., tl\e parent holding 
company, and AIG Financial Products Corp. (AIGFP), with AlG’s insurance subsidiaries 
entering a rehabilitation process overseen by domestic and foreign regulators. Much of 
the information used to prepare this memo was provided by management representations 
at AIG. In many cases, information is incomplete and the memo’s conclusions should be 
viewed as preliminaiy. 

Market confidence 


The largest systemic risk at present is the risk to market confidence from a failure 
of AIG. Market confidence is in a fiugile state after the intense financial turmoil of recent 
weeks. Treasur)' and the Federal Reserve have taken a range of actions, including the 
initial decision to lend to AIG. A broadening of government support for financiai 
institutions has appeared to help stop the loss of market confidence in the financial 
system. A failure of AIG would call into question the ability of that broader government 
support to be sustained. This risk is impossible to quantify. 

Exposures to .AIGFP 

AIGFP, AIG’s capital markets and derivatives subsidiary, contains a number of 
systemic risks. I describe six of the important risks below. Given the range of risks 
present within AIGFP, there are undoubtedly some important risk.s that have been 
omitted from this list. 

J. CDS written on ABS CDOs 

AIGFP wrote credit protection on super-senior tranches of ABS CDOs and is 
exposed to the subprime mortgage-backed securities that the ABS CDOs own. The 
current notional amount of AIG’.s positions is $71 billion. AIG has taken S33 billion of 
writedowns on these positions as of September 30, 2008 and has posted collateral to its 
counterparties of $33 billion. 

If AIG fails, its counterparties would face a loss on whatever uncollateralized 
exposure exists at that time. Counterparties have marked these positions down by S4 
billion since September 30 (for a cumulative mark-to-raarket of $37 billion) and are 


‘ This memo is a staff product and does not represent any formal finding by the Board about systemic risk 
effects. 
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currently asking for that amount of addition^ collateral. AIG is disputing those marks 
and has not posted the additional collateral. If AIG fails, its counterparties would bear the 
$4 billion loss. 

Many of the counterparties own the underlying CDO securities against which 
AIG wrote credit protection or have other hedges. Tliey would be left with up to 
S38 billion of unhedged super-senior ABS CDO risk if AIG failed. Because these 
positions are extremely sensitive to further house price declines, it would be expensive 
for AIO’s counterparties to replace these positions. This would cause additional losses 
beyond the $4 billion described above. 

At the time of the September 1 6 loan, the notional value of CDS written on ABS 
CDOs was $80 billion. AIG had taken $25 billion of writedowns as of June 30 and had 
posted $16 billion of collateral, leaving AIG’s counterparties with an exposure of 
$9 billion. Systemic risk has fallen since September 16 becau.se AIG has drawn on the 
Federal Reserve’s $85 billion facility to post collateral against this $9 billion. 

2. Regulatory capital arbitrage COS 

AIG wrote credit protection on super-senior tranches of corporate loan and prime 
mortgage exposures held by Europeari banks in order to provide those banks with a 
regulatory capita! reduction under tljeir national implementations of Basel 1 capital 
standards.^ AIG’s largest counterparties are French, German, Dutch, Danish and Swedish 
banks. The notional amount outstanding has fallen from S379 billion at year-end 2007 to 
$240 billion at October 13, 2008. The portfolio is ninning off quickly because the 
counterparties have the option to terminate the trades when they go Jive onto Basel 2. The 
capital relief for AIG’s European bank counterparties is currently estimated at betw een 
$2.4 and $11.1 billion, depending on where each bank’s transition from Basel I to 
Basel 2 stands,^ AIG’s current mark-to-market loss is only $160 million, reflecting the 
fact that these trades were structured to transfer no credit risk, merely to provide 
regulatory capital relief. 

If AIG fails, the Basel 1 risk-weighted assets reported by its counterparties would 
increase, resulting in a regulatory capital hole of up to $1 1 .1 billion. Although the market 
knows this aggregate amount already from AIG’s public disclosures, AlQ’s failure would 
reveal to the market which particular banks had shored up their Basel 1 capital ratios in 
this way. 

Compared with the time of the September 1 6 loan, systemic risk is lower because 
the notional amount of trades is lower (it was $305 billion on June 30) and because 
European governments have put measures in place to guarantee bank liabilities and inject 
capital into banks. 


^ These trades would not have provided capital relief under the U.S. implementation of Basel 1 capital 
standards. 

^ To avoid shouting '‘Fire!” in a crowded theater, we have not approached the Eiiropean regulators to 
quantify the capital relief more precisely. 
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3. Intru-company exposures to AIGFP^ 

AIG’s other subsidiaries have material exposures to AIGFP on OTC derivatives, 
The largest exposures arc at finance company affiliates ($920 million) and the funds 
management affiliate ($441 million). Insurance affiliates are owed approximately 
S475 million, In addition, these affiliates w'ould have to replace these hedges (primarily 
interest rate and foreign currency derivatives) at a time when markets are volatile. 

A default of AIGFP would have a catastrophic impact on Banque AIG, a French 
bank that is a wholly-owned subsidiary of AIGFP and through which AIGFP executed 
many of its OTC derivative trade.s. For example, Banque AIG is the counterparty to the 
European banks’ regulatory capital trades. All the exposures in Banque AIG’s trades are 
hedged with back-to-back trades with AIGFP. 

Systemic risk from these intra-company exposures is high. In particular, the 
failure of Banque AIG (a regulated bank) could have a more damaging effect on market 
confidence than the failure of AIGFP (an unregulated derivatives product subsidiary). 
Through the intra-company exposures, the failure of AIGFP would cause significant loss 
of value at AIG’s other subsidiaries, many of which are expected to be sold to repay the 
Federal Reserve’s loan. 

4. Stable value Mraps 

AIGFP has provided stable value wxaps, referred to as Benefit Responsive 
Options (BROs), for 401k plan participants. AIG guarantees that plan participants can 
receive book value for qualified withdrawals, although AIG is not required to make any 
payments until after a fund’s assets are depleted through qualified withdrawals. AIG had 
a notional value of $36 billion of BROs at September 30, 2008 with 175 plan 
counterparties. The aggregate market-to-book ratio was estimated at 95.5 percent at 
September 30, leaving AIG with an exposure of $1.6 billion. 

Systemic risk of these stable value wraps is high. Although the exposure amount 
is not large and it is unlikely that AIG will have to make any payments, market 
confidence would be affected if plan sponsors are forced to notify plan participants that 
their investments in stable value funds are no longer guaranteed (at the same time that 
turmoil in credit markets is pushing dowm the market value of the funds’ investments). 
This risk is falling over lime, as plan sponsors replace AIG as the stable value wrap 
counterparty when contracts are renewed. Deals with aggregate book value of $3.3 billion 
were terminated before September 30. 

5. AIGFP 's liabilities 

Some of AIGFP’s liabilities may pose a systemic risk. These include guaranteed 
investment contracts (GICs) and debt securities. GICs have been issued to a variety of 


^ This section relies on artaly.sis done by John Kambhu. 
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counteqiarties including municipaUties. AIGFP has $1 1 .4 billion of GICs outstanding, of 
which $9.7 billion is collateralized. Much of AIGFP’s $35 billion outstanding of debt 
securities was structured to provide a counterparty with a market risk expo-Sure (to 
interest rate, equity, commodity', or foreign exchange rate risk). Some was sold to banks 
and institutional investors who passed the market risk through to individual high net 
worth investors, and some was sold directly to investors who are exposed to an AIG 
default. 


Systemic risk on GICs has fallen considerably since September 1 6, when GICs 
outstanding were SI 9 billion, of which about $12 billion was uncoliatcralized. Only $1.7 
billion of uncoliatcralized exposure on GICs remains. Systemic risk on debt securities is 
still high, as these have a longer maturity and no collateral requirements. If AIG defaults, 
AIGFP’s counterparties on structured notes - banks and institutional investors - would 
suffer a direct loss of principal and would also be left with an open risk position vis-a-vis 
their customers to whom they passed through the market risk exposures. While AIG’s 
counterparties have had ample op|X)rtunity to hedge their exposure to an AIG default, we 
do not know who the counterparties are or whether they have hedged. 

6. OTC derivatives 

Some of AIGFP’s OTC derivatives counterparties have uncollateraiized 
exposures that would result in a loss if AIG defaults. The most recent data available on 
derivatives payables as of September 23 showed the top 50 counterparty exposures 
summed to S4.5 billion. The largest exposures were to securitization Irusks (for interest 
rate swaps that enable the trust to match the interest rate risk of its assets and liabilities), 
financial institutions, corporates, and sovereigns. 

Systemic risk may be highest for the securitization trusts and financial 
institutions. Many investors in mortgage-backed securities or asset-backed securities 
would be surprised to learn that an AIG default could have an impact on their investment, 
since securitization trusts are designed to be ‘"bankruptcy remote,” which could have 
knock-on effects in broader securitization markets. Lehman Brothers also had OTC 
derivatives outstanding with a large number of securitization trusts. As a result of 
Lehman’s bankruptcy, many of those transactions have been downgraded by rating 
agencies, and investors may suffer losses. 

Financial institutions that reported a material loss to AIG on OTC derivatives 
could suffer a loss of market confidence. However, most of AIG’s counterparties with 
large OTC derivatives exposures are European banks whose governments have already 
put in place extraordinary' measures to support their national banking systems. 

If AIG fails and its OTC derivatives book is unwound, counterparties would be 
forced to replace their positions with AIG or retain an unhedged risk position, When 
Lehman Brothers faiiei this was a major concern, but rehedging of Lehman’s OTC 
derivatives did not turn out to have systemic effects. Lehman’s OTC derivative.^ book 
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was ten times larger than AIG’s (measured by notional amount) which suggests that this 
risk may not be large. 

However, to the extent that AIG’s book of OTC derivatives has a different 
character than Lehman’s, there may be additiormi systemic risk concerns. Some of AIG's 
OTC derivatives trades are different because they were done solely to exploit AIG’s 
AAA rating. For example. AIG is an intermediary on a set of 30-year natural gas swaps 
between Goldman Sachs and the Southern California Public Power Authority (which 
provides electricity to Los Angeles and other cities in Southern California). Presumably 
the Power Authority was uncomfortable with Goldman Sachs as counterparty on a 30- 
year trade and was willing to pay a premium for the comfort of an AAA-rated 
counteq)arty. AIG’s failure would leave both counterparties with a large open risk 
position that they would need to rehedge (presumably they could rehedge with each 
other). In addition, AIGFP also has an exotic derivatives book w^hosc positions could 
prove difficuU for counterparties (o replace in current market conditions. 

Another systemic risk consideration is the operational burden on OTC derivatives 
markets of coping with the default of a large counterparty who is also a common 
reference entity in CDS. The Lehman Brothers default strained the market’s operational 
capacity, but the fear that operational failures would cause systemic risks did not 
materialize. However, the market may not have had the capacity to simultaneously cope 
with an AIGFP bankruptcy and a Lehman Brothers bankruptcy. This aspect of systemic 
risk from AIG has fallen, since more than a month has passed since Lehman’s 
bankruptcy. 

Commercial paper 

AIG, AIGFP, and two of AIG’s finance subsidiaries have $6.9 billion of 
commercial paper outstanding as of October 22 , 2008. Of the S6.9 billion. $4.2 billion is 
asset-backed commercial paper (ABCP) ai\d the remainder is unsecured. The bankruptcy 
of Lehman Brothers demonstrated how commercial paper held by money market mutual 
fimds could pose a systemic risk. We do not know who is holding AIG’s commercial 
paper, but presumably this risk is still high. 

However, the systemic risk from AIG’s commercial paper has diminished since 
September 16, when AIG had $19.7 billion of CP outstanding. Of the $19.7 billion, 

$5.1 billion was ABCP. Since then, the Federal Re.scrve has established three lending 
facilities (AMLF, CPFF, and MMIFF) to reduce the systemic risk related to commercial 
paper and money market mutual funds. 

Securities lending 

AIG still has approximately $20 billion of borrowings from banks and broker- 
dealers remaining in its securities lending program. If AIG fails, the securities lending 
counterparties could receive ownership of the securities in lieu of receiving their cash. 
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These securities are high-grade corporate bonds and agency MBS, so credit losses are not 
expected, but this could have a materia! funding impact on Aose counterparties. 

However, the systemic risk impact of the securities lending program is lower now 
than it was on September 1 6, when AIG had approximately $69 billion in liabilities and 
funding markets w'ere under tremendous strain from the Lehman Brothers bankruptcy, 

The amount outstanding has fallen as counterparties have refused to roll over their 
securities lending transactions with AIG. A witfer array of Federal Reserve lending 
facilities to support short-term funding markets is now available to help AIG’s 
counterparties deal with the funding impact of an AIG default. 

Insurance subsidiaries 


AIG’s regulated insurance subsidiaries, both domestic and foreign, w'ould be 
affected by the default of the AIG parent holding company. Slate regulators have stated 
that the insurance companies they regulate are capitalized on a stand-alone basis and can 
maintain claims-paying ability to benefit policyholders. Conseco filed bankruptcy in 
2002 due to losses in its consumer finance subsidiary, but its insurance companies 
continued to operate. If AIG’s insurance subsidiaries are unable to continue operating 
following an AIG default, they could be seized by state regulators and put into 
rehabilitation, 

ft is possible that the failure of the AIG parent holding company could lead to 
additional losses at AIG’s insurance subsidiaries. I he intra-company exposures discussed 
above arc one possible channel for this to occur. If an insurance company is found to be 
insolvent, its regulator may choose to liquidate it. In that event, a state guaranty fund will 
pay claims, up to a cap, and may provide for continuing coverage by transferring the 
policies to another insurance company. 

Whether AIG’s insurance subsidiaries are put into rehabilitation or whether they 
are liquidated, a potential systemic risk exists if the public loses confidence in insurance 
companies more broadly. For example, life insurance companies are vulnerable to a run 
by policyholders with cash value policies, 

Direct credit exposures to AIG 

On September 16, AIG reported that banks had $30 billion in exposure to it on 
various bank loan facilities and line.s of credit, of which about $7 billion was to U,S. 
institutions. A more recent measure of direct credit exposure is not available. 
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